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FISCAL  YEAR  1990  BUDGET  ISSUES  RELATING 
TO  HOSPITAL  PAYMENT  UNDER  PART  A  OF 
THE  MEDICARE  PROGRAM 


WEDNESDAY,  MARCH  1,  1989 

House  of  Representatives, 
Committee  on  Ways  and  Means, 

Subcommittee  on  Health, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  9:45  a.m.,  in  room 
1100,  Longworth  House  Office  Building,  Hon.  Fortney  Pete  Stark 
(chairman  of  the  subcommittee)  presiding. 

[The  press  release  announcing  the  hearing  follows:] 
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FOR  IMMEDIATE  RELEASE  PRESS  RELEASE  #1 

FRIDAY,   JANUARY  27,    1989  SUBCOMMITTEE  ON  HEALTH 

COMMITTEE  ON  WAYS  AND  MEANS 
U.S.   HOUSE  OF  REPRESENTATIVES 
1102  LONGWORTH  HOUSE  OFFICE  BLDG . 
WASHINGTON,    D.C.  20515 
TELEPHONE:      (202)  225-7785 


THE  HONORABLE  FORTNEY  PETE  STARK   (D. ,   CALIF.),  CHAIRMAN, 
SUBCOMMITTEE  ON  HEALTH, 
COMMITTEE  ON  WAYS  AND  MEANS,   U.S.   HOUSE  OF  REPRESENTATIVES, 

ANNOL^NCES  A  HEARING  ON 
FISCAL  YEAR  1990  BUDGET  ISSUES  RELATING  TO  HOSPITAL  PAYMENT 
UNDER  PART  A  OF  THE  MEDICARE  PROGRAM 
TO  BE  HELD  ON  WEDNESDAY,   MARCH  1,  1989 


The  Honorable  Fortney  Pete  Stark  (D. ,  Calif.),  Chairman, 
Subcommittee  on  Health,  Committee  on  Ways  and  Means,  U.S.  House 
of  Representatives,  announced  today  that  the  Subcommittee  will 
conduct  a  hearing  on  fiscal  year  1990  budget  issues  relating  to 
Medicare's  hospital  insurance  program.     The  hearing  will  be  held 
on  Wednesday,  March  1,   1989,  beginning  at  9:30  a.m.,   in  the  Main 
Committee  hearing  room,   1100  Longworth  House  Office  Building. 

The  hearing  will  focus  on  the  recommendations  of  the 
Prospective  Payment  Assessment  Commission  regarding  changes  in 
hospital  payments  under  the  Medicare  program  in  fiscal  year  1990. 

In  announcing  the  hearing.  Chairman  Stark  said,  "Budget 

reconciliation  legislation  will  include  a  broad  range  of  Medicare 
provisions.     Given  the  Congressional  Budget  Office's  (CBO) 
estimate  that  Medicare  hospital  payments  will  increase  almost 
14  percent  under  current  law,   it  is  important  that  we  begin  our 
hearings  in  1989  with  the  question  of  hospital  payments.'* 

Oral  testimony  will  be  heard  from  invited  witnesses  only. 
However,  any  individual  or  organization  may  submit  a  written 
statement  for  consideration  by  the  Subcommittee  and  for  inclusion 
in  the  printed  record  of  the  hearing. 

'  BACKGROUND 

Under  current  law,  hospital  payments  will  increase 
$8.1  billion  in  fiscal  year  1990,  not  including  increases  in 
payments  caused  by  implementation  of  the  Medicare  Catastrophic 
Coverage  Act  of  1988.     This  law  will  increase  hospital  payments 
by  an  additional  $1.8  billion. 

The  Prospective  Payment  Assessment  Commission  is  required  to 
report  on  March  1  of  each  year  regarding  the  Commission's 
recommendations  for  the  hospital  payment  update  used  to  increase 
hospital  payments  in  each  fiscal  year.     This  report  will  be 
presented  at  the  hearing. 

Under  current  law,  the  hospital  payment  update  is  set  to 
equal  the  increase  in  the  hospital  market  basket  (a  measure  on 
inflation  in  the  costs  of  goods  and  services  purchased  by 
hospitals) .     CBO  estimates  that  the  hospital  market  basket  index 
vill  lii^rcase  5.4  percent  in  fiscal  year  1990.     However,   in  the 
last  several  years.  Congress  has  made  other  adjustments  in  the 
update  to  take  into  account  factors  such  as  substitution  of 
outpatient  care  for  inpatient  care,  changes  in  technology,  and 
changes  in  coding  practices. 
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DETAILS  FOR  SUBMISSION  OF  WRITTEN  COMMENTS: 

For  those  who  wish  to  file  a  written  statement  for  the 
printed  record  of  the  hearing,   six  (6)   copies  are  required  and 
must  be  submitted  by  the  close  of  business  on  Friday,  March  24, 
198S,  to  Robert  J.  Leonard,  Chief  Counsel,  Committee  on  Ways  and 
Means,  U.S.  House  of  Representatives,   1102  Longworth  House  Office 
Building,  Washington,   D.C.   20515.     An  additional  supply  of 
statements  may  be  furnished  for  distribution  to  the  press  and 
public  if  supplied  to  the  Subcommittee  office,   1114  Longworth 
House  Office  Building,  before  the  hearing  begins. 

?EE  FORttATTING  REQVIPEmiNTS  BELQW; 


Each  statement  presented  for  printing  to  the  Commine*  by  a  w/itness.  any  written  statement  or  exhibit  submined  for  the 
printed  record  or  any  written  comments  m  respons*  to  a  request  for  written  comments  must  conform  to  the  guidelines  'isted  D#iow 
Any  statement  or  exhibit  not  in  compliance  with  thes«  guidelines  wiii  mt  b#  printed,  but  will  b«  maintained  in  the  Committee 
files  for  review  and  use  by  the  Committee. 

1.  All  statements  and  any  accompanying  exhibits  for  printing  must  be  typ«d  m  single  space  on  legal  size  paper  and  may  not 
exceed  a  total  of  10  pages. 

2.  Copies  of  whole  documents  submitted  as  exhibit  material  will  not  be  accepted  for  printing  Instead  exhibit  material  shooid 
be  referenced  and  quoted  or  paraphrased  Aii  exhibit  material  not  meeting  thr»«  specifications  wu;  be  maintained  m  the 
Committee  files  for  review  and  use  by  the  Comminee 

3  Statements  must  contain  the  name  and  capacity  m  which  the  witness  will  appear  or.  for  written  comments  the  name  and 
capacity  of  the  person  submitting  the  statement  as  well  as  any  clients  or  persons,  or  any  organitation  for  whom  the  witness 
appears  or  for  whom  the  statement  is  submined 

4.  A  supplemental  sheet  must  accompany  each  statement  :isting  the  name  full  address,  a  telephone  number  where  the  witt>ess 
or  the  designated  representative  may  be  reached  and  a  topical  outline  or  summary  of  the  comments  and  recommendatioris 
in  the  full  statement.  This  supplemental  sheet  wiii  not  be  included  m  the  printed  record 

The  above  restrictions  and  limitations  apply  only  to  material  being  submitted  for  printing  Statements  and  exhibits  or 
supplementary  material  submitted  solely  for  distribution  to  the  Members,  the  press  and  public  during  the  course  of  a  public  hearing 
may  be  submitted  m  other  forms. 
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Chairman  Stark.  I  am  going  to  ask  our  guests  and  the  staff  if 
they  could  take  their  seats  quietly.  I  apologize.  The  room  was  in 
use  late  last  night  and  was  not  set  up  on  time.  So  if  our  guests  will, 
as  I  say,  as  quietly  as  they  can,  take  their  seats  out  of  respect  to 
our  first  witness,  who  we  have  had  to  keep  waiting,  we  will  begin 
the  hearing. 

The  hearing  is  related  to  the  fiscal  year  1990  budget.  Given  the 
size  and  the  rate  of  growth  of  hospital  payments  under  part  A  of 
Medicare,  it  is  fitting  that  we  begin  with  this  topic. 

We  are  pleased  to  welcome  Dr.  Altman,  the  Chairman  of  the  Pro- 
spective Payment  Assessment  Commission,  and  other  distinguished 
witnesses  to  the  subcommittee,  which  will  be  led  off  today  by  the 
Honorable  Robert  Michel,  the  distinguished  Member  from  Illinois 
and  minority  leader  of  the  House  of  Representatives. 

At  this  point,  a  budget  resolution  has  not  been  adopted  by  the 
Congress,  and  we  do  not  know  what  our  savings  target  for  Medi- 
care will  be. 

The  administration  has  proposed  savings  for  Medicare  in  excess 
of  $5  billion,  and  in  the  opinion  of  the  Chair,  that  is  clearly  too 
much.  On  the  other  hand,  the  hospital  industry  has  demanded  that 
we  not  cut  Medicare  part  A  at  all,  and  that  is  clearly  irresponsible. 

If  no  cuts  are  made.  Medicare  part  A  payments  to  hospitals  will 
grow  from  $61.7  to  $69.5  billion,  a  growth  rate  of  more  than  12  per- 
cent. Even  adjusting  for  the  growth  in  admissions,  hospital  pay- 
ments per  case  will  grow  9  percent,  and  such  growth  rates  are  nei- 
ther acceptable  nor  affordable. 

The  industry  has  chosen  to  characterize  our  current  situation 
solely  in  terms  of  what  they  call  revenue  ''shortfalls."  Article  after 
article  in  the  media  refer  to  the  problems  hospitals  face  because 
Medicare  is  not  paying  enough.  This  argument  reveals  how  out  of 
touch  the  hospital  industry  truly  is. 

Since  the  Prospective  Payment  System  was  enacted.  Medicare 
payments  to  hospitals  have  grown  at  an  average  annual  rate  of  7.5 
percent,  while  the  Consumer  Price  Index  has  grown  at  a  rate  of 
only  about  4.5  percent  annually.  I  have  to  admit  failing  to  see  how 
this  represents  a  revenue  problem  when  payments  are  growing  at  a 
rate  almost  IV2  times  inflation. 

Regardless  of  the  uncertainty  about  the  final  deficit  reduction 
target  for  Medicare,  I  believe  this  subcommittee's  task  is  clear.  We 
need  to  establish  tough,  realistic  targets  for  growth  in  hospital  pay- 
ments which  are  equitable  to  both  the  taxpayer  and  the  hospital. 
In  my  view,  that  is  the  only  way  we  can  assure  that  hospitals  will 
heed  our  call,  moderate  the  excessive  growth  in  the  amount  of  re- 
sources they  consume,  and  still  provide  quality  care  to  the  benefici- 
aries of  the  Medicare  system. 

I  look  forward  to  hearing  from  our  witnesses  on  this  important 
issue,  and  I  would  like  to  recognize  the  distinguished  gentleman 
from  Ohio,  the  ranking  minority  member  of  the  subcommittee,  to 
introduce  our  first  witness. 

Mr.  Gradison.  Well,  thank  you,  Mr.  Chairman,  and  thank  you 
for  scheduling  so  promptly  this  hearing  on  the  general  subject  of 
part  A  reimbursement  under  Medicare.  It  certainly  will  be  the  cen- 
tral issue  that  we  face  in  this  subcommittee's  work  on  the  budget 
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this  year,  although  obviously  there  are  other  concerns  which  we 
will  be  focusing  on  as  well. 

I  am  particularly  glad  that  our  lead  witness  is  the  distinguished 
Republican  leader  Bob  Michel  of  Illinois.  He  represents  a  district 
with  an  urban  center  and  many  rural  counties  as  well,  and,  there- 
fore, he  has  had  an  opportunity  to  see  close  at  hand  the  special 
problems  which  confront  rural  hospitals  in  this  new  reimburse- 
ment environment. 

In  recent  years,  we  have  taken  some  steps — perhaps  not  fast 
enough — to  narrow  the  gap  in  reimbursement  between  the  rurals 
and  the  urbans.  And  I  think  it  is  entirely  appropriate  and  very  fit- 
ting that  the  our  first  witness  will  be  focusing  on  this  very  special 
and  very  important  problem  that  confronts  so  many  of  our  smaller 
communities. 

Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Bob,  welcome  to  the  committee.  It  is  a  privi- 
lege to  have  you  here.  Any  prepared  statement  that  you  would  care 
to  submit  will,  without  objection,  appear  in  the  record  in  its  entire- 
ty. And  if  you  would  like  to  proceed  to  enlighten  us  in  any  way  you 
care  to,  the  floor  is  yours. 

STATEMENT  OF  HON.  ROBERT  H.  MICHEL,  A  REPRESENTATIVE 
IN  CONGRESS  FROM  THE  STATE  OF  ILLINOIS 

Mr.  Michel.  Thank  you,  Mr.  Chairman  and  members  of  the  com- 
mittee. I  appreciate  having  the  opportunity  to  testify  today  on  the 
issue  of  Medicare  reimbursement  for  rural  hospitals.  It  is  particu- 
larly pertinent  to  discuss  this  issue  at  a  hearing  devoted  to  the  pro- 
spective payment  system,  the  overall  method  of  reimbursing  hospi- 
tals under  Medicare. 

As  you  know,  I  have  introduced  a  bill,  H.R.  804,  entitled  the 
'Tair  Medicare  Treatment  for  Rural  Hospitals  Act  of  1989."  The 
bill  would  equalize  Medicare  reimbursement  rates  for  rural  and 
urban  hospitals  and  requires  that  the  equalization  take  place  with- 
out any  increase  in  total  costs. 

I  should  say  at  the  very  outset,  Mr.  Chairman  and  members  of 
the  committee,  that  some  of  you  old-timers  may  recall  that  prior  to 
my  becoming  Republican  leader,  I  served  in  a  more  active  role  on 
the  Appropriations  Committee  in  the  field  of  health,  education  and 
welfare.  I  knew  my  subject  pretty  well.  Part  of  the  problem  of  be- 
coming a  leader  is  that  you  are  a  jack-of-all-trades  and  a  master  of 
none.  So  I  would  certainly  have  to  defer  to  the  committee's  judg- 
ment on  many  of  these  issues.  But  still  having  that  lively  interest 
in  what  I  once  thought  I  knew  very  well  as  a  subject  matter,  I  will 
do  my  best  here  to  alert  you  to  a  problem  I  have  been  confronted 
with.  And  I  think  any  Member  of  Congress  with  a  widespread  rural 
district — mine  happens  to  encompass  16  counties — is  probably  ex- 
periencing similar  problems.  While  in  my  large  urban  center  of 
Peoria  the  health  care  industry  is  the  second  biggest  employer  next 
to  my  dominant  industry  of  Caterpillar,  it  is  nevertheless  a  differ- 
ent dimension  when  you  get  out  into  the  rural  communities. 

We  introduced  this  legislation  in  an  effort  to  help  alleviate  the 
economic  crisis  facing  many  of  our  rural  hospitals.  I  have  had  one 
that  has  had  to  close  down;  two  others  are  facing  severe  financial 
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difficulty.  I  guess  if  my  figures  are  correct,  nationwide  over  160 
rural  hospitals  have  closed  in  the  past  8  years,  and  another  600  of 
the  Nation's  2,700  rural  hospitals  are  in  danger  of  shutting  down. 

Statistics  can  point  out  the  magnitude  of  a  problem,  as  these  do, 
but  they  are  also  rather  impersonal.  When  we  look  at  the  human 
impact  of  the  loss  of  a  rural  hospital,  however,  we  see  the  tragic 
results  and  hardship  that  takes  place.  It  is  particularly  true  for  the 
elderly  who  often  comprise  50  percent  or  more  of  the  patient  load 
in  our  rural  hospitals. 

When  a  hospital  closes  down  in  a  rural  community,  the  elderly 
are  often  faced  with  having  to  travel  great  distances  to  obtain  care. 
That  is  difficult  for  older  people  as  it  is,  but  when  they  become  ill, 
then  it  becomes  insurmountable. 

I  have  instances  of  elderly  citizens  in  my  district  having  to  make 
these  round  trips  of  100  miles  or  more  to  get  to  a  near-by  hospital. 
It  is  a  considerable  hardship  for  them. 

When  they  close — when  a  rural  hospital  closes  down,  doctors, 
and  health  care  personnel  disappear  along  with  them.  In  Beards- 
town,  111.,  where  the  hospital  recently  closed,  there  were  eight  prac- 
ticing doctors  when  the  hospital  was  open,  and  now  there  are  only 
three. 

The  Medicare  reimbursement  rate  is  a  major  element  in  the  eco- 
nomic viability  of  rural  hospitals  because,  as  I  indicated  earlier, 
Medicare  patients  represent  a  high  percentage  of  the  patient  load 
and,  therefore,  revenue  source,  of  most  of  these  hospitals.  When 
Medicare  patient  loads  run  as  high  as  50  to  70  percent,  consider- 
ably higher  than  for  many  urban  hospitals  it  is  obvious  that  the 
Medicare  payment  represents  life  and  death  for  many  of  these  hos- 
pitals. 

When  the  urban/rural  differential  was  initially  established,  con- 
ventional wisdom  held  that  rural  costs  were  less  than  urban  costs, 
and  therefor  the  reimbursement  rate  should  be  less. 

However,  I  believe  operating  costs  vary  more  by  region  of  the 
country  rather  than  between  urban  and  rural.  Equipments,  sup- 
plies, fuel  and  overall  overhead  in  any  one  State  are  as  costly  in 
rural  areas  as  they  are  in  the  urban  areas.  Personnel  costs,  as  they 
involve  the  cost  of  living,  might  be  conceivably  be  lower  in  some 
rural  areas,  but  that  is  off-set  by  the  difficulty  of  recruiting  trained 
medical  professionals  to  rural  communities  and  the  corresponding 
need  for  good  salaries  to  attract  and  retain  these  individuals. 

The  fact  that  Congress  has  in  recent  years  reduced  the  reim- 
bursement differential  between  urban  and  rural  hospitals  indicates 
a  recognition,  I  believe,  that  rural  costs  are  now  approaching,  if  not 
exceeding,  those  in  urban  areas.  But  we  are  still  reimbursing  rural 
hospitals  an  average  of  13  percent  less  than  their  urban  counter- 
parts, and  that  can  be  a  life  or  death  matter  for  many,  including 
the  ones  with  which  I  have  come  into  contact. 

I  can  say  that  quite  frankly  after  having  discussed  the  issue  with 
rural  hospital  boards  of  directors,  comprised  of  very  dedicated 
people  who  are  just  absolutely  frustrated  in  seeing  that  they  can 
no  longer  keep  their  small  hospitals  open  with  no  place  to  turn. 

So,  I  think  the  time  has  come  to  fully  equalize  the  rate  of  reim- 
bursement, and  the  bill  that  we  have  introduced  would  do  this 
simply  by  eliminating  the  existing  differential.  Other  bills  have 
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been  introduced  to  accomplish  the  same  objective  through  some- 
what different  means,  and  I  am  not  wedded  to  any  one  approach, 
but  I  think  it  is  important  that  we  make  the  change. 

I  hope  that  this  subcommittee  will  actively  consider  the  issue 
this  year,  and  certainly  thank  you  for  the  opportunity  to  make  this 
case  today. 

In  conclusion,  when  you  think  in  terms  of  the  numbers,  rural 
hospitals  versus  urban,  or  the  number  of  patients  served  in  each 
case,  that  whatever  you  take  away  from  the  urban  hospitals  to 
equalize  the  rate  the  rural  hospitals  is  going  to  be  rather  minus- 
cule. You  folks  know  the  figures  better  than  I  do,  but  I  have  a 
hunch  that  it  is  very  minute  and  could  be  very  well  accomplished 
without  additional  budget  outlay. 

I  thank  the  committee  for  its  attention,  and  I  will  be  happy  to 
respond  to  any  question  you  may  have. 

[The  statement  of  Hon.  Robert  H.  Michel  follows:] 
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Testimony  by  Robert  H.  Michel 
on  H.R.  804,  the  Fair  Medical  Treatment 
for  Rural  Hospitals  Act  of  1989 
before  the  Subconmittee  on  Health 
House  Ways  and  Means  Ccimiittee 
March  1,  1989 


I  appreciate  having  the  0K)ortunity  to  testify  today  on  the  issue  of 
Medicare  reimbursement  for  rural  hospitals.    It  is  particularly  pertinent  to 
discuss  this  issue  at  a  hearing  devoted  to  the  Prospective  Payment  System,  the 
overall  method  of  reimbursing  hospitals  under  Medicare. 

As  you  may  know,  I  have  introduced  H.R.  804,  entitled  the  "Fair  Medicare 
Treatment  for  Rural  Hospitals  Act  of  1989."    The  bill  would  equalize  Medicare 
reimbursement  rates  for  rural  and  urban  hospitals,  and  requires  that  the 
equalizatiOT  take  place  without  any  increase  in  total  costs. 

We  introduced  this  legislation  in  an  effort  to  help  alleviate  the  econonic 
crisis  facing  many  of  our  rural  hospitals.    In  my  district,  we  have  had  one 
rural  hospital  close  down,  and  two  others  cire  facing  severe  financial 
difficulty.    Nationwide,  over  160  rural  hospitals  have  closed  since  1980,  with 
another  600  of  the  nation's  2700  rural  hospitals  in  danger  of  shutting  down. 

Statistics  can  point  out  the  magnitude  of  a  prctolem,  as  these  do,  but  they 
are  also  inpersonal.    When  we  look  at  the  human  irtpact  of  the  loss  of  a  rural 
hospital,  however,  we  see  the  tragic  results  and  hardship  that  takes  place. 
This  is  particularly  true  for  the  elderly  vrfio  often  comprise  50%  or  more  of  the 
patient  load  in  rural  hospitals. 

When  a  hospital  closes  down  in  a  rural  camtunity,  the  elderly  are  often 
faced  with  having  to  travel  great  distances  to  obtain  care.    That  is  a 
difficult  task  for  older  people  as  it  is,  but  when  they  become  ill,  it  can  be 
insurmountable. 

wyima  Schall,  a  75  year  old  woman  living  in  Virginia,  Illinois,  had  to 
travel  100  miles  round  trip  to  Springfield,  Illinois  for  tests  following 
closure  of  the  nearby  hospital  in  Beardstown.    Because  of  her  age,  she  had  to 
find  saneone  to  drive  her.    This  was  a  considerable  hardship  for  her,  and  while 
things  worked  out  in  this  instance,  they  easily  might  not  in  other  instances. 

Hospitals  are  also  the  key  to  overall  health  care  in  many  rural 
communities.    When  they  close  down,  doctors  and  other  health  care  personnel 
disappear  along  with  them.    In  Beardstown,  there  were  eight  practicing  doctors 
when  the  hospital  was  open.    Now,  there  cure  only  three. 

The  Medicare  reimbursement  rate  is  a  major  elanent  in  the  economic 
viability  of  rural  hospitals,  because  as  I  indicated  earlier.  Medicare  patients 
represent  a  high  percentage  of  the  patient  load  —  and  therefore,  revenue 
source  —  of  most  of  these  hospitals.    When  Medicare  patient  loads  run  as  high 
as  50-70  percent,  considerably  higher  than  for  many  urban  hospitals,  it  is 
obvious  that  the  Medicare  payment  represents  life  or  death  for  many  of  these 
hospitals. 

When  the  urban-rural  differential  was  initially  established,  conventional 
wisdom  held  that  rural  costs  were  less  than  urban  costs  and  therefore  the 
reimbursement  rate  should  be  less.    However,  I  believe  operating  costs  vary 
more  by  region  of  the  country  rather  than  between  urban  and  rural.  Equipment, 
supplies,  fuel,  and  overall  overhead  in  any  one  state  are  as  costly  in  rural 
areas  as  urban  areas.    Personnel  costs,  as  they  involve  the  costs  of  living, 
might  conceivably  be  lower  in  some  rural  areas,  but  that  is  offset  by  the 
difficulty  of  recruiting  trained  medical  professionals  to  rural  caimunities  and 
the  corresponding  need  for  good  salaries  to  attract  and  retain  these 
individuals. 

The  fact  that  Congress  has  in  recent  years  reduced  the  reimbursement 
differential  between  urban  and  rural  hospitals  indicates  a  recognition,  I 
believe,  that  rural  costs  are  new  approaching,  if  not  exceeding,  those  in  urban 
areas.    But  we  are  still  reimbursing  rural  hospitals  an  average  of  13%  less 
than  their  urban  counterparts,  and  that  can  be  a  life-or-  death  matter. 

So  I  think  the  time  has  cane  to  fully  equalize  the  rate  of  reimbursement. 
My  bill  would  do  this  sinply  by  eliminating  the  existing  differential.  Other 
bills  have  been  introduced  to  accatplish  the  same  objective  through  different 
means.  I  am  not  wedded  to  any  one  approach,  but  I  think  it  is  irrportant  that 
we  make  the  change.  I  would  hope  that  this  Subccmtiittee  will  actively  consider 
the  issue  this  year,  and  I  theuik  you  for  allowing  me  to  make  the  case  today. 
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Chairman  Stark.  Thank  you  very  much. 
Mr.  Gradison. 

Mr.  Gradison.  I  have  no  questions,  Mr.  Chairman,  and  I  do  want 
to  thank  Mr.  Michel  for  making  a  very  powerful  and  effective 
statement  on  an  extremely  important  issue  which  does  not  only 
merit  our  attention  but  deserves  action  this  year. 

Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Bob,  I  have  a  problem  that  I  want  to  share 
with  you  because  many  of  us  on  this  subcommittee  share  the  same 
problem  that  you  do. 

It  is  my  guess,  and  our  staffs  best  estimate,  that  if  we  took  your 
bill  literally  without  spending  any  more  money,  which  maybe  some 
of  you  would  like  to  do  if  we  had  it,  we  would  almost  require  a  2 
percent  cut  for  your  hospitals  in  Peoria  and  Beacon. 

And  I  believe — and  I  think  you  would  agree  with  me — they  are 
not  going  to  like  that.  Now,  let  me  go  nationwide  on  the  rural 
issue.  I  am  going  to  make  a  statement  that  is  an  opinion  here.  The 
rural  hospitals — that  you  are  concerned  about  and  many  of  us  on 
this  committee  are — are  not  suffering  from  a  per  case  cost  for  a  re- 
imbursement problem,  they  are  suffering  from  too  little 
volume  

Mr.  Michel.  That  is  right. 

Chairman  Stark.  So  even  if  we  raise  the  amount  we  pay  per  pro- 
cedure to  them,  they  are  not  going  to  get  their  volume.  Some  of 
their  numbers  come  this  way.  Here  is  the  political  problem  we  are 
all  going  to  face. 

In  the  rural  hospitals  the  average  occupancy  is  running  about  40 
percent.  Less  than  5  percent  of  the  rurals  have  an  occupancy  rate 
over  60  percent.  Ninety  percent  of  them  are  within  35  miles  of  an- 
other hospital.  And  75  percent  are  within  25  miles  of  another  hos- 
pital. 

Now  let  us  just  assume  that  one  of  the  solutions  here  is  that 
some  of  them  become  nursing  homes  or  clinics  without  the  full 
acute  care.  Some  may  have  to  close.  Do  you  want  to  close  them  in 
your  district  or  do  I  close  them  in  my  district?  As  we  go  through 
this  process,  if  we  take  the  position  that  we  cannot  touch  anyone  of 
them,  we  are  going  to  hurt  them  all  a  little  bit. 

That  is  the  problem  facing  the  subcommittee  as  we  go  along.  I 
know  because  of  your  interest  in  this  issue  and  of  the  problem  in 
your  district.  You  have  both.  I  do  not  know  how  we  do  this  on  a 
national  basis  without  creating  some  problems. 

And  your  patience  with  the  subcommittee  would  be  appreciated. 

Mr.  Michel.  Well  the  chairman  makes  a  good  point,  and  the  first 
question  I  have  asked  our  hospitals  is,  what  is  your  occupancy? 
Well,  if  there  are  only  17  patients  in  a  40  bed  hospital,  obviously 
there  is  a  problem. 

But,  their  answer  to  that,  of  course  is  the  fact  that  they  do  not 
want  to  have  an  inferior  grade  of  service  as  distinguished  from  the 
urban  center.  Everybody  is  well  enough  informed  now  out  in  the 
far  reaches  of  the  country  to  know  what  is  good,  what  is  the  best, 
and  what  is  somewhat  inferior. 

But,  I  just  offer  this  as  a  possible  suggestion  to  alleviate  it  in 
part.  I  am  reminded  of  how  years  back  everybody  wanted  a  veter- 
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ans  hospital  in  their  community,  and  we  said  we  cannot  afford 
that.  We  now  have  a  VA  clinic — an  outpatient  clinic  in  Peoria  that 
is  doing  a  very  fine  job.  We  have  many  of  those  around  the  country 
serving  the  needs  even  though  they  are  somewhat  less  than  a  hos- 
pital. 

Maybe,  as  we  move  along  in  rural  America  we  are  going  to  have 
alter  our  sights  to  go  that  route  as  distinguished  from — as  you 
say — trying  to  take  care  of  the  few  at  the  expense  of  all  and  then 
bringing  the  whole  system  down.  I  have  no  perfect  answer,  Mr. 
Chairman,  other  than  I  think  it  is  time  that  we  bring  it  to  the  Sub- 
committee's attention,  particularly  when  you  are  on  this  subject 
and  to  take  it  into  your  deliberations.  And  if  there  is  some  answer, 
fine.  If  not,  we  have  given  it  our  best  shot. 

Chairman  Stark.  I  appreciate  the  minority  leader's  patience 
with  us  in  understanding  this  problem  because  it  is  only  going  to 
get  thornier  as  we  wind  through  the  budget  problem  this  year. 

Before  I  recognize  Mr.  Coyne  to  inquire,  next  to  leaving  your 
headlights  on  probably  the  most  dangerous  thing  that  any  member 
of  the  audience  could  have  done  was  to  leave  their  coats  on  the 
racks  in  the  halls  outside  because  if  you  do  not  get  up  right  now 
and  retrieve  them  they  may  be  gone. 

In  deference  to  the  witness,  as  you  go  to  get  your  coats  which 
you  left  in  the  hall  on  the  racks,  would  you  do  it  quietly  so  as  not 
to  disturb  the  proceedings? 

Mr.  Coyne,  would  you  like  to  inquire? 

Mr.  Coyne.  Thank  you,  Mr.  Chairman. 

Mr.  Leader,  I  guess  in  the  ideal  world,  if  we  were  to  eliminate 
the  differential,  that  would  be  well  and  that  is  something  that  you 
advocate  in  your  testimony.  But  in  the  meantime,  I  wonder  what 
weight  the  committee  ought  to  give  to  the  fact  that  rural  hospitals 
send  many  of  their  elderly  and  sick  people  to  urban  hospitals  when 
they  do  not  have  the  equipment  or  the  wherewithal  to  conduct  the 
necessary  service  for  them.  Is  that  something  that  you  think  the 
committee  ought  to  consider  when  evaluating  reimbursements? 

Mr.  Michel.  I  am  quite  well  aware  of  that  because,  as  I  indicat- 
ed, in  my  home  community  the  second  largest  employer  now  is  the 
health  care  industry.  We  have  three  hospitals,  a  medical  school 
and  the  very  finest  open-heart  surgery  and  the  whole  gamut  of 
things. 

I  guess  it  is  always  a  question  of  how  much  of  a  burden  we 
should  ask  our  senior  citizens  to  bear.  As  you  know,  that  group  in 
the  rural  communities  keeps  getting  larger  all  of  the  time  with 
people  now  living  into  their  eighties  and  ninties,  and  with  limited 
incomes  feeling  that  rural  areas  are  more  reasonable  place  to  live. 
But  we  also  know  that  there  is  an  accompanying  medical  problem 
that  compounds  itself  because  of  the  ever  increasing  number  of 
aged  citizens  that  are  residing  out  there  in  rural  America,  and 
cannot  afford  the  means  of  traveling  50  miles  each  way  to  a  hospi- 
tal. 

As  I  indicated  it  is  a  frustrating  problem.  I  do  not  know  if  I  have 
the  total  answer  other  than  to  make  the  case  the  very  best  we  can. 
We  can  at  least  provide  the  minimal  of  services  in  those  rural  com- 
munities. 

Mr.  Coyne.  Thank  you. 
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Chairman  Stark.  Mr.  Crane. 

Mr.  Crane.  I  do  not  have  any  questions,  Mr.  Chairman.  I  sim^ply 
want  to  congratulate  our  distinguished  minority  leader  for  his  tes- 
timony, and  as  one  who  has  lived  in  his  district  for  a  number  of 
years,  I  can  attest  at  least  to  the  quality  of  care  at  the  urban  hospi- 
tal they  have  dov/n  there.  Three  of  our  children  were  born  in 
Peoria. 

Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Some  others  were  born,  as  I  recall. 
Mr.  Levin. 

Mr.  Levin.  Thank  you,  Mr.  Chairm.an. 

Just  briefly,  I  join  in  welcoming  the  distinguished  minority 
leader. 

I  think  that  the  data  you  presented,  Mr.  Chairman,  really  paint- 
ed the  dilemma  here.  I  think  there  is  a  tendency  to  look  upon 
Members  of  the  House  as  urban  or  rural — it  does  not  matter  which 
side  of  the  aisle.  If  they  come  from  an  urban  area,  they  vote  that 
way.  If  they  come  from  rural  area  they  vote  that  way.  We  tend  to 
forget  that  some  people  represent  both,  and  that  others  who  may 
represent  one  or  the  other  try  to  view  things  a  little  more  broadly 
than  that. 

I  do  not  think  that  there  is  a  prejudice  here  among  those  of  us 
who  come  from  urban  or  suburban  areas  against  rural  hospitals  at 
all.  Some  months  ago  I  went  with  Bob  Traxler  to  thumb  of  Michi- 
gan to  look  at  the  situation  and  to  hear  people  from  rural  hospi- 
tals, and  I  think  what  you  say  is  so  true  that  statistics  can  point 
the  magnitude  of  the  problem,  but  they  are  also  impersonal  when 
we  look  at  the  human  impact. 

We  see  the  tragic  results;  when  a  hospital  closes  in  a  small  com- 
munity it  may  mean  a  rather  long  travel  distance. 

But,  I  think  that  the  statistics  show  the  dilemma.  I  am  afraid 
that  simply  evening  out  the  payments  would  have  a  major  budget 
impact.  And  if  you  look  at  the  President's  proposal  it  already  has  a 
deep  cut  into  hospitals. 

So,  I  would  like  to  echo  the  sentiments  of  the  Chair  that  we 
would  like  very  much  to  work  together  on  this.  It  is  going  to  in- 
volve some  excruciating  decisions,  and  it  may  mean  at  times  taking 
on  the  budget  proposals. 

Mr.  Michel.  The  gentleman  makes  several  good  points.  I  am 
aware,  of  course,  that  the  reimbursement  for  Medicare  patients  is 
somewhat  less  than  100  percent  of  the  total  cost.  Medicaid  in  Illi- 
nois is  even  less. 

So,  we  know  we  are  not  fully  reimbursing  hospitals,  and — I  have 
even  gone  to  the  State  and  asked  if  there  is  a  possibility  we  can 
have  the  State  fill  the  gap  here.  I  see  Mr.  Dorgan,  sitting  on  this 
subcommittee,  who  of  course  comes  from  a  district  with  many  rural 
areas  that  may  very  well  have  the  same  problem  compounded  as  I 
have,  but  at  least  if  we  get  the  issue  here  in  the  public  arena  ad- 
dressed openly,  maybe  the  folks  out  there  will  recognize  a  little 
more  seriously  the  problem  we  are  confronted  with  here. 

It  may  be  necessary  to  say  I  am  sorry,  we  have  no  alternative, 
but  for  you  to  have  to  go  so  many  miles  to  the  urban  ( jnter  for 
that  best  kind  of  care.  It  would  be  kind  of  tragic,  but  maybe  that  is 
where  we  are  heading. 
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Mr.  Levin.  Thank  you,  Mr.  Chairman. 
Chairman  Stark.  Mr.  Anthony. 

Mr.  Anthony.  Thank  you,  Mr.  Chairman.  Welcome,  Mr.  Michel. 

The  problem  we  have  on  this  subcommittee  and  in  the  Ways  and 
Means  Committee  is  that  there  are  very  few  of  us  that  represent 
largely  urban  versus  rural  hospitals.  I  happen  to  represent  all  rural 
hospitals,  and  I  can  promise  you  in  the  markup  2  years  ago  it  was 
contentious,  it  was  argumentative,  and  it  lasted  for  about  15  days 
so  that  we  can  resolve  it. 

And,  basically  what  you  have  got  is  a  big  money  pie  that  has 
been  shrunk  and  shrunk  and  shrunk  over  the  past  8  years  with 
each  component  part  striving  to  get  more  and  more  out  of  it.  So 
you  create  these  enormous  conflicts  politically  between  Mr.  Levin, 
Mr.  Donnelly,  Mr.  Coyne,  even  the  chairman  representing  the 
larger  hospitals  in  California. 

So  I  must  tell  you  it  is  refreshing  to  hear  you  come  in  and  say 
you  are  concerned  about  rural  hospitals  and  you  want  to  work  with 
the  committee  and  the  Congress  to  do  something  about  it. 

Being  the  minority  leader,  I  think  we  can  work  on  a  bipartisan 
basis  to  try  to  solve  this  problem.  But  I  tell  you  it  is  not  going  to  be 
easy,  and  we  are  going  to  have  some  real,  real,  tough  fights. 

I  would  just  like  to  test  some  ideas  that  I  have  been  working  on 
to  see  if  you  are  supportive  of  these  or  if  you  have  given  them  any 
thought.  One,  without  question  the  urban/rural  differential  that 
you  have  mentioned  in  your  testimony  is  the  culprit — bar  none, 
that  is  the  culprit.  And  I  have  cosponsored  a  piece  of  legislation 
along  with  Mr.  Pickle  and  others  that  would  eliminate  this  differ- 
ential, and  I  wondered  if  you  support  the  elimination  of  this  differ- 
ential? 

Mr.  Michel.  That  is  the  thrust  of  what  I  am  really  talking  about 
today. 

Mr.  Anthony.  So,  you  would  be  on  board  and  you  would  try  to 
work  with  us  to  solve  that  particular  problem? 
Mr.  Michel.  Absolutely. 

Mr.  Anthony.  Knowing  that  this  creates  an  enormous  political 
problem  for  the  larger  hospitals,  particularly  teaching  hospitals 
where  the  money  would  probably  be  taken  away  from? 

Another  area  that  has  given  me  a  great  deal  of  concern  is  the 
area  wage  index.  I  do  not  know  if  you  have  run  into  this  or  not,  but 
in  my  area,  as  the  chairman  has  testified,  some  of  our  rural  hospi- 
tals are  within  35,  40,  or  50  miles  of  some  of  the  large  urban  hospi- 
tals. I  am  not  sure  how  they  can  do  this,  but  the  labor  people  can 
come  in  and  draw  this  magic  line  and  say  if  you  work  and  live  in 
this  area  you  are  going  to  be  paid — in  my  area — 43  percent  less  if 
you  live  below  that  line.  Yet,  those  hospitals  are  competing  for 
labor  back  and  forth. 

My  hometown  is  only  18  miles  from  the  Louisiana  border. 
Monroe  is  90  miles  away  in  one  direction,  and  Shreveport  90  miles 
away  in  another  direction.  They  actually  come  and  rent  motel 
rooms  in  my  home  town  to  recruit  and  steal  away  our  competent 
nurses  because  there  is  a  shortage  of  nurses.  They  are  able  to  pay 
them  43  percent  more  wages  because  they  are  better  reimbursed  by 
the  Federal  Government  through  the  Medicare  system. 

That  is  unfair. 
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And  I  just  ask  would  you  help  me  and  try  to  eliminate  and 
straighten  that  out? 

Mr.  Michel.  I  share  the  gentleman's  concern  because  we  have 
had  a  little  bit  different  aspect  of  that  happen. 

I  seem  to  recall  that  it  was  in  the  reconciliation  bill  a  couple  of 
years  ago  when  we  attempted  to  do  something  about  this  disparity 
by  saying  that  counties  adjacent  to  urban  areas  would  be  reim- 
bursed at  the  urban  rate.  Well,  that  is  all  right,  but  if  you  do  not 
expand  that  adjacency  to  additional  counties,  then  eventually  you 
get  backed  into  the  corner  where  you  and  I  find  ourselves,  and  it 
has  not  been  the  answer  for  us. 

Mr.  Anthony.  No,  it  has  not  been  the  answer  for  us.  As  a  matter 
of  fact  every  member  of  the  subcommittee  got  up  and  went  back 
home  and  called  their  hospital  administrator  and  said  can  you  give 
us  a  definition  to  put  our  hospital  within  that  definition? 

It  was  a  terrible  way  to  legislate,  but  that  is  a  problem  we  need 
to  work  on. 

I  must  admit  that  I  am  pessimistic,  and  I  do  not  think  we  are 
going  to  pass  legislation  quickly  enough  to  save  some  of  the  hospi- 
tals that  are  already  working  into  their  capital  and  their  reserves. 
They  have  chosen  to  go  into  their  reserves  rather  than  close  down 
early.  I  know  hospitals  in  my  district  that  have  18  months  of  re- 
serves left.  When  they  spend  it  they  are  going  to  shut  down. 

So  if  we  do  something  we  need  to  do  it  immediately,  and  we  need 
to  make  it  retroactive  so  that  they  can  get  some  relief. 

For  those  that  do  close  down,  we  are  going  to  have  to  find  some- 
thing that  is  going  to  be  different.  I  have  been  trying  to  talk  about 
transportation  as  part  of  the  Medicare  system  in  order  to  transport 
the  elderly  so  that  they  can  have  access  to  good  health  care  deliv- 
ery systems. 

I  would  like  for  you  to  take  a  look  at  that  and  see  if  you  would 
like  to  throw  your  support  behind  putting  a  transportation  compo- 
nent for  rural  citizens  into  the  medicare  system.  Right  now  you 
have  to  be  in  an  ambulance  being  delivered  to  the  hospital  before  it 
is  covered.  If  you  are  put  into  a  taxicab  or  a  friend's  car  or  a  fami- 
ly's car,  and  they  charge  you  $10  or  $15  to  get  there,  that  is  not  a 
reimbursable  expense. 

It  appears  to  me  not  to  be  fair. 

How  do  you  feel  about  something  like  that? 

Mr.  Michel.  Well,  I  would  be  happy  to  take  a  look  at  that  one 
because  I  think  there  are  some  areas  closely  akin  to  that  where  we 
are  currently  providing  transportation.  It  is  not  all  that  far  fetched 
to  go  one  step  further.  I  would  certainly  want  to  take  a  look  at  it. 

Mr.  Anthony.  Chairman  Stark  mentions  that  some  of  them  may 
be  forced  to  close  in  terms  of  being  hospital  and  maybe  turned  into 
a  nursing  home,  or  some  other  type  of  health  care  delivery  system. 

What  disturbs  me  is  that  just  because  these  people  make  a  free 
choice  to  have  either  moved  into  a  rural  area  or  not  a  free  choice 
by  having  been  born  into  rural  area  and  choose  to  stay  there.  Docu- 
mentation shows  that  they  are  poor  and  older,  and  basically  they 
are  on  Medicaid  rather  than  Medicare.  And  that  is  the  reason  your 
hospital  only  has  17  beds  occupied  rather  than  the  40. 
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With  the  Peer  Review  and  the  PPS,  the  pressure  is  on  them  not 
to  put  them  in  the  hospital  because  they  know  they  are  going  to 
lose  money  so  they  try  to  find  an  alternative. 

But  at  the  same  time  I  do  not  think  we  need  to  go  to  the  big 
cities  be  they  in  Mr.  Levin's  district  in  Pennsylvania  or  in  Mr. 
Coyne's  district  in  Michigan  to  get  all  of  these  fancy  services.  We 
need  to  find  some  way  to  bring  more  of  these  doctors  and  these 
trained  technicians  out  into  the  rural  areas  because  it  is  emotional- 
ly draining  to  try  to  transport  and  move  these  people  into  very 
strange  areas. 

So,  I  would  also  ask  you  to  take  a  close  look  at  how  we  might 
develop  some  way  to  move  and  transport  these  people  on  a  short- 
term  basis  to  deliver  the  skills  and  then  return  and  go  back. 

And,  finally  I  will  touch  more  on  what  Sandy  said.  Taking  your 
testimony  is  good,  but  if  you  end  up  supporting  President  Bush's 
budget,  then  you  are  going  to  have  to  go  back  and  tell  your  rural 
hospitals  that  your  form  and  rhetoric  are  against  them  in  principle 
because  $400  million  will  be  taken  away  from  our  rural  hospitals  if 
President  Bush's  Medicare  budget  is  passed.  And  that  comes  on  the 
top  of  8  consecutive  years  of  Medicare  cuts  under  Ronald  Reagan. 

So  as  a  minority  leader  I  would  ask  you  to  extend  your  hand  in 
cooperation  in  a  bipartisan  way,  and  let  us  see  if  we  can  stop  this 
hemorrhaging  and  see  if  there  is  some  other  way  to  balance  the 
budget  and  not  balance  the  budget  on  the  backs  of  the  poor,  sick  in 
rural  areas. 

Mr.  Michel.  I  understand  what  the  gentleman  is  saying. 
Mr.  Anthony.  And  I  will  have  a  lot  more  to  say  about  that  later 
on. 

Chairman  Stark.  It  is  now  my  pleasure  to  recognize  the  newest 
member  of  our  subcommittee,  on  her  maiden  voyage  with  this  sub- 
committee, the  distinguished  gentlewoman  from  Connecticut,  Mrs. 
Johnson. 

Mrs.  Johnson.  Thank  you  very  much,  Mr.  Chairman. 

Chairman  Stark.  Welcome  to  the  Committee. 

Mrs.  Johnson.  Thank  you.  I  am  honored  to  be  a  member  of  this 
committee.  It  certainly  has  before  it  some  of  the  most  important 
work — one  of  the  biggest  challenges  that  the  Congress  faces,  and  I 
am  very  pleased  to  be  a  part  of  it  and  appreciate  the  good  leader- 
ship that  you  and  my  colleague  from  Ohio  have  been  providing  for 
the  committee. 

And  welcome,  the  gentleman  from  Illinois,  our  distinguished  mi- 
nority leader.  I  am  going  to  ask  you  just  a  couple  of  brief  questions. 
I  don't  know  whether  your  conversation  with  your  rural  hospital 
extends  to  this,  but  I  wonder  if  they  happened  to  mention  to  you 
what  percentage  of  those  17  patients  were  Medicare? 

Or  what  their  average  Medicare  census  was  for  their  occupied 
beds?  And  if  they  mentioned  to  you  any  other  cost  drivers  that 
they  feel  Government  is  blind  to?  For  instance,  does  a  hospital  of 
that  size  conform  to  the  Centers  for  Disease  Control  requirements  or 
recommendations  in  regard  to  protections  against  AIDS  spread, 
which  is  very  costly  and  would  be  very  costly  to  a  small  institution 
like  that. 

Did  they  mention  to  you  either  the  proportion  of  or  the  percent- 
age of  their  patients  that  have  


15 


Mr.  Michel.  I  think  it  was  somewhat  over  half.  Somewhere  be- 
tween 50  and  70  percent. 

Mrs.  Johnson.  That's  about  the  percentage  that  I  am  finding  in 
my  rural  hospitals  in  Connecticut — 60  to  even  70  percent  being 
Medicare  dependent.  Next  year,  if  we  adopted  no  cuts  in  Medicare, 
we  would  be  down  to  paying  75  cents  on  every  $1  of  care  for  at 
least  25  percent  of  our  hospitals. 

We  are  facing,  in  my  estimation,  a  real  crisis.  Not  only  are  prob- 
ably 60  percent  of  those  patients  Medicare  dependent,  but  viewed 
from  the  prospective  of  the  changes  in  PPS  which  you  put  in  place 
a  very  careful  oversight  of  who  gets  admitted  leads  to  sicker  pa- 
tients. The  patients  who  are  getting  admitted  also  need  a  much 
more  intense  level  of  care  than  they  did  5  years  ago  or  10  years 
ago,  and  I  think  that  has  to  be  considered  in  the  cost  equation. 

Mr.  Michel.  I  will  say  to  the  gentlelady,  you  know,  the  supplies 
for  example,  they  are  purchased  from  the  very  same  suppliers  used 
by  the  urban  hospitals.  There  isn't  a  differential  there.  I  think 
what  we  were  talking  about,  in  times  past,  were  the  wage  rate  dif- 
ferentials, but  even  those  are  not  all  that  disparite  anymore. 

Oh,  perhaps  you  can  find  a  few  hospital  attendants  working  for 
lower  wages  than  those  in  the  big  city,  but  there  just  isn't  that 
kind  of  differential  component  that  we  perceived  earlier  on  exist- 
ing today.  And  so  that's  what  puts  them  in  that  dilemma. 

Mrs.  Johnson.  I  agree  with  you.  And  that's  been  my  experience 
as  well,  that  there  isn't  a  justification  for  that  differential.  Has 
there  been  any  consideration  in  your  district  by  these  small  hospi- 
tals as  to  what  kind  of  facilities  they  might  turn  into,  to  meet  some 
of  the  medical  needs  of  their  communities? 

I  give  you  as  an  example,  a  change  that  is  taking  place  in  the 
VA  system  for  exactly  the  same  reasons — budget  pressure — that  is 
resulting  in  one  of  our  hospitals  becoming  sort  of  a  super  outpa- 
tient clinic  with  some  inpatient  intermediate  bed  care  capability, 
but  all  of  the  surgery,  the  sophisticated  stuff,  going  to  the  other 
VA  hospitals. 

Has  there  been  any  thought  among  your  rural  hospitals  as  to 
what  kinds  of  facilities  they  could  become?  Could  they  reduce  their 
beds  to  say  10  and  become  an  outpatient  facility?  Should  we  be 
looking  at,  in  your  estimation,  a  kind  of  a  beefed-up  reimbursement 
level  that  is  higher  than  the  amount  for  clinics,  maybe  something 
like  ICF  level  of  reimbursement?  Or  should  we  create  some  new  re- 
imbursement level  for  rural  clinics  with  a  holding  capacity  that 
somehow  is  longer  term  than  emergency  room  care,  but  doesn't  try 
to  provide  more  sophisticated  kinds  of  surgery  and  long-term  surgi- 
cal care. 

Mr.  Michel.  I  don't  see  the  kind  of  initiative  in  the  case  of  the 
hospitals  in  my  district  currently  experiencing  financial  difficulty. 
But  I  can  recall  a  situation  several  years  ago  in  another  one  of  my 
counties,  Tazewell,  where  a  very  enterprising  doctor  and  entrepre- 
neur, Idlow  Russi,  established  a  facility  along  this  line  without  any 
Federal  assistance. 

Of  course,  now  he  has  his  fair  share  of  Medicare  and  Medicaid 
patients,  but  also  in  addition  to  that,  an  alcoholism  treatment, 
drug  rehabilitation  center  in  conjunction  with  it  where  there  are 
patients  eager  and  anxious  to  kick  the  habit. 
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Ingenous  steps  like  this  take  movers  and  shakers  to  make  them 
go,  and  it  is  all  the  better  if  there  are  several  in  a  community.  Un- 
fortunately, in  a  very  poor  community,  if  the  most  talented  and  ca- 
pable people  leave,  that  resource  gets  lost  and  it  is  lost  forever. 
And  then  you  are  playing  catch  up  all  the  time. 

Mrs.  Johnson.  Well,  thank  you  very  much  for  being  with  us  this 
morning  on  this  really  important  topic.  Thanks. 

Chairman  Stark.  Mr.  Donnelly. 

Mr.  Donnelly.  Thank  you,  Mr.  Chairman.  Bob,  Fm  looking  at 
the  clock  and  knowing  how  busy  your  schedule  is  as  minority 
leader,  I  am  sure  you've  fallen  a  half  an  hour  behind.  I  appreciate 
you  coming  by.  Being  from  urban  America,  I  have  a  thousand  ques- 
tions to  ask  you,  but  I  do  agree  that  there  is  a  problem. 

I  am  not  necessarily  sure  that  your  solution  is  the  solution  and 
we'll  work  with  the  people  that  represent  rural  America  and  see  if 
we  can  put  some  equity  in  the  system  and  appreciate  all  of  the 
time  that  you  have  given  to  this  subcommittee  and  the  expertise 
you  bring  here  this  morning. 

Mr.  Michel.  I  appreciate  the  indulgence  of  the  committee  in 
hearing  me  out  on  this  problem.  I  think  what  I  have  said  repre- 
sents the  feelings  of  a  good  many  other  Members  who  represent 
rural  areas  like  I  do  and  who  find  ourselves  unsure  of  what  kind  of 
solutions  to  provide. 

Chairman  Stark.  Mr.  Pickle. 

Mr.  Pickle.  Mr.  Chairman,  I  don't  have  any  questions.  I  appreci- 
ate the  gentleman's  testimony  and  the  leadership  that  you  give  to 
the  Congress  and  this  committee  on  this  issue.  I  make  this  observa- 
tion. If,  in  fact,  cost  of  rural  hospitals  are  just  as  high  as  the  urban 
hospitals,  then  we  should  close  the  differential  in  payment.  I  think 
those  facts  have  got  to  be  established.  I  don't  know  that  we  know 
that  yet. 

We  all  assume  it.  But  I  don't  know  that  I  have  seen  the  facts. 
Secondly,  if  the  facts  show  that,  that  alone  won't  keep  the  rural 
hospitals  operating.  I  have  just  as  many  rural  hospitals  as  you 
have.  The  second  fact  is  the  hospital  in  rural  areas  have  got  to  be 
used.  They  have  got  to  be  filled  by  people  of  that  community.  And 
if  they  don't  want  to  do  it,  no  matter  what  we  do  to  it,  nothing  we 
do  on  the  rate  will  be  a  sufficient  answer. 

I  am  convinced  there  is  a  problem  here  and  we  ought  to  take 
some  approach  along  your  lines  or  lines  I've  introduced  or  Mr. 
Dorgan  and  others.  But  I  think  those  facts  have  got  to  be  shown. 
Do  the  facts  show  that  costs  are  similar  and  if  so,  then  close  those 
gaps  and  secondly,  remind  the  patients  in  rural  communities  that 
they've  got  to  use  their  hospital  or  else  it  can't  be  kept  open. 
Thank  you  for  coming. 

Mr.  Michel.  Thank  you. 

Chairman  Stark.  Are  there  any  other  members?  Mr.  Dorgan. 
[No  Response.] 

Chairman  Stark.  If  there  are  no  other  members  who  wish  to  in- 
quire, I  would  like  to  thank  the  distinguished  gentleman  from  Illi- 
nois for  joining  us  today. 

Mr.  Michel.  My  thanks  to  your  taking  the  time  to  be  with  us 
this  morning. 

Chairman  Stark.  Thanks  a  lot,  Bob. 
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Our  next  witness  is  a  member  of  the  committee,  a  distinguished 
colleague  from  the  State  of  North  Dakota,  Mr.  Dorgan.  As  always, 
we  will  look  forward  to  you  enlightening  us  and  you  may  proceed 
in  any  manner  you  wish. 

STATEMENT  OF  HON.  BYRON  L.  DORGAN,  A  REPRESENTATIVE  IN 
CONGRESS  FROM  THE  STATE  OF  NORTH  DAKOTA 

Mr.  Dorgan.  Mr.  Chairman,  thank  you  very  much.  Let  me  state 
at  the  beginning,  the  reason  that  I  have  asked  to  testify  before  a 
subcommittee  of  a  committee  on  which  I  serve  is  that  many  of  us 
who  come  from  rural  America  have  been  patient  almost  to  a  fault 
with  this  new  Medicare  reimbursement  system.  We  need  to  make 
some  changes  and  we  need  to  make  them  soon,  particularly  for  the 
health  of  rural  America  hospitals. 

Let  me  tell  you  just  a  very  brief  story,  if  I  might.  When  I  was  a 
young  man,  my  father  ran  a  machine  shop  and  a  fellow  named 
Pete  Christman,  from  my  hometown,  a  town  of  350  people  was  out 
working  on  his  combine,  outside  of  the  shop.  He  cut  off  all  four  of 
his  fingers  in  a  sprocket  and  chain. 

As  he  was  standing  there  holding  his  hand  my  father  told  me 
that  I  should  pick  up  Pete's  fingers  and  put  them  in  a  rag.  We  put 
Pete  in  the  car  and  I  held  Pete's  fingers  in  a  rag  on  my  lap  while 
my  dad  drove  about  80  miles  an  hour  to  the  nearest  hospital,  50 
miles  away.  Pete  was  in  need  of  some  health  care  at  that  time.  But 
the  nearest  health  care  for  Pete,  who  lost  all  of  those  fingers  in 
that  combine,  was  50  miles  away.  Incidentally,  the  fingers  weren't 
any  good  when  I  got  them  to  the  doctor.  The  doctor  wondered  why 
I  was  carrying  them.  The  nearest  health  care  for  a  fellow  that  suf- 
fered that  trauma  was  to  drive  80  or  90  miles  an  hour  for  50  miles 
to  find  a  hospital  for  him. 

I  represent  a  State  that  has  680,000  people  and  it  is  the  size  of  10 
Massachusetts  in  landmass.  We  have  rural  hospitals  spread  out 
around  that  State.  I  can  tell  you  that  the  access  to  health  care  is 
much,  much  more  important  than  cost.  Folks  need  a  place  to  go  get 
health  care  in  rural  America. 

It  is  alarming  that  many  of  our  rural  hospitals  are  suffering  an 
enormous  financial  pinch  and  we  are  seeing  more  and  more  hospi- 
tals close.  We  will  see  many  more  close  in  the  years  ahead  unless 
we  do  something  about  it.  The  perspective  payment  system  which 
is  based  on  the  law  of  large  numbers,  is  contributing  to  the  finan- 
cial crisis  of  rural  hospitals. 

I  can  recall  sitting  over  here  on  the  committee  when  the  Secre- 
tary of  HHS  came  and  presented  this  program  and  he  said  essen- 
tially that  PPS  deals  with  the  law  of  averages.  Somebody  gets  sick 
with  a  problem  that  is  diagnosed  as  the  number  "X"  problem, 
whatever  that  might  relate  to.  The  PPS  system  assumes  that  on 
average,  a  hospital  ought  to  be  reimbursed  to  a  certain  level.  Now 
some  hospitals  might  cost  more  to  treat  that,  some  less  and  so 
those  whose  costs  are  greater  are  persuaded  to  bring  their  cost 
down  and  those  who  have  lesser  cost  are  rewarded.  But  you  deal 
with  laws  of  average  here  and  the  problem  with  that  in  rural  areas 
is  that  you  don't  have  sufficient  averages. 
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A  hospital  with  500  beds  and  higher  numbers  or  admissions  dis- 
charges is  almost  like  frying  hamburgers  at  a  hamburger  stand. 
You've  got  large  numbers  and  your  losses  and  profits  average  out. 
But  a  hospital  with  22  beds  and  12  of  them  full,  does  not  have  aver- 
ages. 

The  law  of  large  numbers  means  that  you  win  some  and  you  lose 
some.  If  you  don't  have  the  averages  and  you  suffer  a  big  loss,  you 
are  in  desperate  trouble.  That  has  always  been  the  problem  in  the 
prospective  payment  system  and  how  it  applies  to  rural  hospitals. 

One  final  point  that  I  think  is  most  important.  We  were  prom- 
ised when  this  system  was  passed,  that  there  would  be  a  national 
rate.  That  wasn't  just  a  contention,  that  was  a  promise.  There  was 
going  to  be  a  national  rate  and  so  I  and  others  who  represent  rural 
hospitals  felt  that  we  could  accept  the  nine  regions  and  other 
things  as  an  interim  step  to  get  to  that  point. 

But  we  have  never  gotten  to  that  point.  And  every  year  we  find 
people  who  believe  that  we  ought  to  shudder  step  or  walk  in  place 
at  least  and  avoid  getting  to  what  we  were  promised.  That  is  the 
national  rate.  Mr.  Pickle  said  it  well,  we  need  to  eliminate  the  dif- 
ferential. If  we  are  going  to  provide  the  kind  of  health  that  we 
need  to  provide  to  rural  hospitals  to  keep  them  open,  we  are  going 
to  have  to  eliminate  the  differential. 

Now,  Mrs.  Johnson  said  that  hospitals  in  her  district  have  a  60 
or  70  percent  Medicare  dependency  rate.  Rural  hospitals  in  small 
communities  in  my  district,  find  that  their  patient  loads  are  in  the 
most  cases,  around  70  percent  Medicare  patients.  When  people  are 
coming  in  for  health  care  in  those  hospitals,  they're  old  folks.  Medi- 
care patients. 

If  anyone  of  us  were  the  administrator  of  a  rural  hospital — it 
would  be  interesting  if  all  of  us  were  trying  to  administer  a  rural 
hospital — we  would  understand  the  severe  financial  impact  of 
having  70  percent  of  the  people  coming  through  our  front  door 
being  Medicare  patients.  We  would  also  understand  the  frustration 
that  70  miles  away  in  a  little  larger  town,  hospitals  are  being  reim- 
bursed much  more  for  the  same  type  of  patients.  We  would  know 
the  kind  of  money  we  are  losing  and  how  difficult  it  is  trying  to 
figure  out  how  to  keep  the  doors  open. 

There  is  something  wrong  with  that  system.  Fortunately,  it  is 
something  that  we  can  correct  if  we  have  the  will  to  do  it.  Mr.  Don- 
nelly pointed  out  it  takes  money,  as  did  Mr.  Anthony.  I  don't  dis- 
agree with  that.  Mr.  Anthony  talked  about  getting  a  bigger  piece  of 
the  pie.  Maybe  we  have  to  bake  a  bigger  pie  here.  If  there  is  not 
enough  money  to  serve  the  needs,  then  we  have  got  to  bake  a 
bigger  pie. 

Someone  who  recommends  a  $5  billion  cut  for  Medicare  at  a  time 
when  more  and  more  Americans  every  single  month  are  coming 
onto  the  Medicare  rolls,  is  saying  let's  provide  a  new  tax.  A  $5  bil- 
lion Medicare  cut  is  a  tax  by  another  name.  Particularly  it  is  a  tax 
on  the  old  folks.  In  general,  it  is  a  tax  on  everybody,  because  some- 
body will  have  to  pay  what  the  Government  won't  in  its  contract 
on  Medicare. 

One  final  point,  Mr.  Chairman,  I  had  a  woman  stand  up  at  a 
town  meeting  that  I  was  holding  in  a  small  community  in  North 
Dakota.  This  was  a  meeting  in  which  almost  everybody  talked 
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about  the  need  to  cut  Federal  spending.  This  woman  stood  up  and 
said  that  she  wanted  to  compliment  us  on  the  Medicare  system. 

She  said,  "I  just  had  cataract  surgery"  and  she  said  ''Last  year  I 
got  a  new  hip  and  the  year  before  two  new  knees."  She  said,  "I  feel 
like  a  million  bucks."  A  75-year  old  woman.  And  the  crowd  felt 
wonderful  for  her.  And  I  said,  ''30  years  ago  you  wouldn't  have 
come  to  our  meeting  because  you  would  have  been  in  a  wheelchair. 
Even  if  you  would  have  been  here,  you  probably  wouldn't  have 
seen  me.  But  think  of  it,  today  you  have  cataract  surgery,  a  new 
hip,  two  new  knees  and  you  feel  great.  I  want  everybody  in  this 
room  to  understand  what  it  cost  for  you  to  feel  that  way."  The 
Medicare  program  is  extraordinarily  expensive.  It's  wonderful.  It's 
a  miracle  what  we  do  in  medicine,  but  it's  very  expensive  and  we 
all  had  better  understand  that  and  be  willing  to  pay  for  it. 

We  are  saying  that  we  are  not  willing  to  pay  for  it  when  we  say 
that  we  agree  to  a  $5  billion  cut,  even  though  we  have  an  ava- 
lanche of  new  people  coming  on  the  roles  each  year.  The  policy 
that  says  that  those  hospitals  most  vulnerable,  those  hospitals  most 
fragile  are  the  ones  that  are  going  to  get  the  smallest  reimburse- 
ment for  the  services  provided  to  their  population  of  elderly  is 
saying  that  we  are  not  willing  to  pay. 

That  is  fundamentally  wrong.  I  might  just  say  that  those  of  us 
who  come  from  rural  America  and  represent  especially  rural  hospi- 
tals on  the  Committee,  have  really  lost  patients.  We  are  going  to  be 
much  more  assertive  in  this  Congress  than  in  past  Congresses,  be- 
cause we  want  the  Federal  Government  to  keep  its  promise. 

The  promise  was  a  national  rate.  The  promise  was  not  the  kind 
of  differential  we  have  today,  Mr.  Chairman.  I  thank  you  very 
much.  You've  got  some  great  minds  on  this  subcommittee  who  I 
know  will  be  able  to  consider  these  problems  and  solve  them  most 
hastily. 

[The  statement  of  Mr.  Dorgan  follows:] 
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TESTIMONY  OF 
THE  HONORABLE  BYRON  L.  DORGAN 
BEFORE  THE  WAYS  AND  MEANS  SUBCOMMITTEE  ON  HEALTH 
MARCH  1,  1989 


Mr.  Chairman  and  distinguished  Members  of  the  Health  Subcommittee, 
it  my  pleasure  to  address  you  today  on  a  subject  that  effects  the  quality 
of  life  for  millions  of  Americans:  the  Medicare  budget.     The  significance 
of  this  program  is  awesome  in  its  impact  on  the  quality  of  life  to  its 
beneficiaries  and  on  the  fiscal  health  of  our  nation's  health  care 
delivery  system.     The  decisions  made  by  this  Committee  in  relation  to  the 
Medicare  program  are  felt  directly  not  only  by  those  who  receive  Medicare 
benefits  for  their  health  care  insurance  and  but  also  by  those  who 
provide  health  care  to  Medicare  patients. 

In  light  of  Medicare's  significance  and  impact  on  so  many  individual 
lives,  institutions,  and  communities,  it  is  indeed  disturbing  that  the 
President's  fiscal  year  1990  budget  proposes  $5  BILLION  in  reductions. 
Reductions  of  this  magnitude  will  without  a  doubt  result  in  limited 
access  and  shortcomings  in  quality  of  care  for  millions  of  our  nation's 
elderly  who  rely  upon  Medicare  for  their  health  insurance.     The  President 
proposes  reductions  in  Medicare's  payments  to  hospitals  and  physicians. 
The  annual  update  for  hospital  payments  are  targeted  by  the  President  for 
ways  to  save  the  program  money.     It  is  interesting  to  note  that  within 
the  President's  budget,  the  largest  single  reduction  in  entitlements 
would  be  in  the  Medicare  program. 

Mr.  Chairman,  I  fear  the  kind  of  impact  substantial  cuts  in 
Medicare's  payments  to  hospitals  will  have  on  many  facilities  and 
communities.     The  inadequacy  of  Medicare  payments  over  the  past  few  years 
has  placed  many  hospitals  in  fiscal  vulnerability.     Annual  updates  for 
Medicare  payments  to  hospitals  have  fallen  substantially  below  the  rate 
of  marketbasket  increases.     During  the  fiscal  years  198A-1989,  annual 
updates  totaled  14. 9  percent.     However,  the  hospital  marketbasket 
increased  28  percent.     The  President's  proposal  to  limit  the  update  to 
1.5  below  the  marketbasket  will  continue  to  add  to  the  disparity  that 
many  hospitals  are  experiencing  in  Medicare  shortfalls. 

In  North  Dakota,  51  percent  of  the  hospitals  reflected  net  losses 
from  patient  revenues  in  1987.     For  the  first  nine  months  of  1988,  62 
percent  of  North  Dakota's  hospitals  reflected  costs  in  excess  of  their 
patient  revenues.     The  shortfall  in  Medicare  payments  is  a  major 
contributor  to  these  loses.     In  1987,  Medicare  shortfalls  resulted  in 
$50  million  discounts  in  North  Dakota.     For  the  last  seven  years  the 
discounts  have  nearly  tripled. 


MEDICARE  LOSSES  AND  RURAL  HOSPITALS 

Rural  hospitals  in  particular  are  critically  more  vulnerable  to 
reductions  in  Medicare  payments  to  hospitals.     Since  rural  hospitals  are 
typically  more  dependent  upon  Medicare  patients  for  their  admissions, 
alterations  in  Medicare  payments  effect  them  to  a  much  greater  degree 
than  the  larger  urban  hospitals.     Although  the  elderly  comprise  12 
percent  of  the  nation's  population,  25  percent  of  the  population  in  rural 
areas  is  elderly.     Admissions  to  rural  hospitals  are  likely  to  be  as  much 
as  70  percent  Medicare  patients.     This  makes  rural  hospitals  more 
dependent  upon  Medicare  payments  for  their  survival.     Since  the  elderly 
are  less  likely  to  seek  health  care  outside  their  communities,  many  rural 
hospitals  are  likely  to  be  the  primary  or  even  the  sole  source  of  health 
care  for  many  Medicare  beneficiaries.     In  North  Dakota  it  is  not  uncommon 
that  in  rural  hospitals  over  70  percent  of  their  inpatient  days  are 
Medicare  days.     This  compares  to  AO  percent  inpatient  days  at  urban 
hospitals  in  North  Dakota. 

Rural  hospitals  are  losing  money  at  alarming  rates.     Compared  to 
urban  hospitals,  a  higher  percentage  of  rural  hospitals  experienced 
losses  on  patient  care  (63  percent  vs.  kh  percent)  in  1986.     According  to 
a  recent  Prospective  Payment  Assessment  Commission  (ProPAC)  analysis, 
over  half  of  the  rural  hospitals  in  the  nation  are  losing  money  treating 
Medicare  patients.       In  the  first  three  years  of  the  Prospective  Payment 
System  (PPS),  83  percent  of  the  hospitals  which  lost  money  were  located 
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in  rural  areas.     Currently,  rural  hospitals  have  the  lowest  Medicare 
operating  margins  of  all  hospitals.     In  fiscal  year  1989,  15  percent  of 
North  Dakota's  hospitals  are  predicted  to  have  negative  operating  margins 
of  nineteen  percent  or  more.     That  means  that  Medicare  will  pay  80  cents 
on  the  dollar  to  one  out  of  every  four  of  North  Dakota's  hospitals. 


CRISIS  IN  RURAL  HEALTH  CARE 

In  light  of  these  loses,  it  is  little  surprise  that  last  year  A3 
rural  hospitals  closed  across  the  United  States.     In  the  previous  year, 
AO  hospitals  closed.     Since  1980,  163  rural  community  hospitals  have 
closed  their  doors  and  as  many  as  600  rural  hospitals  face  the  prospect 
of  closure  in  the  next  five  years. 

These  closures  signal  that  rural  America  is  facing  an  eminent  health 
care  crisis.     This  crisis  is  an  issue  of  access  to  basic  health  care  for 
many  Americans,  Medicare  and  non-Medicare  patients  alike.     The  closure  of 
a  rural  community  hospital  can  mean  the  loss  of  the  sole  health  care 
facility  for  a  community.     If  these  closures  continue,  many  rural 
communities  will  be  several  miles  away  from  basic  health  care. 

The  rural  health  crisis  is  an  issue  of  quality  of  care.     When  a 
rural  hospital  closes  its  doors,  patients  can  find  themselves  so  far  away 
from  a  physician  and  health  care  facility  that  routine  health  maintenance 
becomes  extremely  difficult  and  emergency  care  non-existent  within  a 
critical  distance. 

Rural  hospital  closures  are  an  economic  issue.     In  many  rural 
communities,  the  hospital  is  generally  the  largest  or  at  least  one  of  the 
largest  employers  of  the  community.     Not  only  does  closure  mean  a  loss  of 
jobs,  but  the  rural  community's  prospects  for  future  economic  development 
are  inextricably  linked  with  the  maintenance  of  a  viable  health  care 
delivery  system.     The  economic  health  of  a  rural  community  in  many  cases 
depends  on  the  fiscal  viability  of  its  hospital. 


INEQUITIES  IN  MEDICARE  REIMBURSEMENT: 
THE  URBAN/RURAL  DIFFERENTIAL 

Rural  America  is  looking  toward  the  members  of  this  Committee  for 
leadership  and  guidance  for  the  salvation  of  rural  health  care  delivery. 
The  slightest  alteration  in  Medicare  reimbursement  policy  will 
dramatically  impact  the  present  viability  and  future  existence  of  the 
rural  health  care  delivery  system.     The  decisions  made  by  the  Members  of 
this  Committee  will  decide  the  fate  of  many  rural  hospitals. 

There  are  a  number  of  inequities  in  the  current  Medicare 
reimbursement  policy  that  demand  immediate  attention  by  this  Committee  if 
rural  health  care  is  to  be  saved.     In  many  respects.  Medicare's 
reimbursement  policies  have  contributed  to  the  eroding  financial 
viability  of  rural  hospitals. 

First,  the  current  differential  in  Medicare  reimbursements  is 
approximately  11  percent  less  to  rural  hospitals  in  the  basic  rate  of 
payment  to  hospitals.     With  all  of  the  adjustments  measured  in  Medicare 
payments  to  rural  hospitals,  namely  the  wage  index,  the  differential  is 
actually  about  AO  percent  lower  than  what  Medicare  pays  urban  hospitals. 
A  recent  comparison  of  Medicare's  payment  of  top  DRGs  showed  that  a  rural 
hospital  in  North  Dakota  received  over  $1,000  less  for  a  treatment  of  a 
heart  failure  patient  than  an  urban  hospital  60  miles  away. 

At  a  minimum.  Congress  must  eliminate  this  differential.     This  is 
simply  a  matter  of  equity.     The  differential  has  placed  rural  hospitals 
in  an  unfair  disadvantage.     I  feel  that  the  current  policy  has  turned  the 
logic  of  PPS  upside  down  by  placing  the  burden  of  proof  on  rural 
hospitals  to  make  their  case  for  the  elimination  of  the  differential. 
According  to  the  philosophy  of  PPS,  differences  in  payments  should  reflect 
costs  that  are  beyond  the  control  of  hospital  management.  The 
technology- intensive  practice  of  medicine  in  urban  areas  is  largely 
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unquestioned  as  being  reflected  in  payment  formulas.     However,  costs  that 
rural  hospitals  incur,  such  as  high  overhead  costs  per  patient  because  of 
lower  admission  rates,  are  not  reflected  in  reimbursement 
formulas.     My  point  is  that  many  rural  hospitals  suffer  additional  costs 
which  are  clearly  beyond  their  control  and  these  costs  are  not  given 
consideration  under  current  reimbursement  policy. 

In  light  of  the  facts  about  the  lower  operating  margins  of  the 
majority  of  rural  hospitals.  Congress  must  examine  the  so  called  "cost 
differences"  between  urban  and  rural  hospitals  and  determine  the  true 
origin  of  cost  differences  and  re-evaluate  the  fairness  of  how  the  costs 
are  reflected  in  the  payment  formula.  Current  policy  has  imposed  an 
arbitrary  geographical  classification  system  as  a  basis  of  different 
payments  to  hospitals.     I  have  serious  concerns  about  a  policy  that,  its 
payment  formula,  systematically  discriminates  against  a  group  of 
hospitals  as  a  class. 

The  current  differential  in  Medicare  payments  to  rural  hospitals 
needs  to  be  eliminated.     Rather  than  base  payment  differences  on 
geographic  classification,  payments  ought  to  be  adjusted  as  to  reflect 
true  cost  differences.     I  believe  that  it  is  time  that  a  single  national 
rate  was  established  for  Medicare  payments  to  hospitals.     This  national 
rate  should  be  adjusted  to  reflect  the  true  differences  by  adjusting  for 
severity  of  illness,  utilization,  and  labor  costs. 

Equity  in  Medicare  payments  to  hospitals  will  have  a  tremendous 
impact  for  rural  hospitals  without  dramatically  impacting  the  Medicare 
program.     If  the  solution  were  to  come  in  the  form  of  raising  the  rural 
payment  rate  to  that  of  the  urban  payment  rate,  then  the  cost  would  be  an 
estimated  $40-60  million.     Alternatively,  the  payment  rate  for  urban  and 
rural  hospitals  could  be  equalized  without  effecting  total  PPS  outlays  by 
increasing  the  rural  rate  and  decreasing  the  urban  rate.  ProPAC 
estimates  that  the  equalization  of  the  standardized  rates  would  raise  the 
rural  standardized  amount  by  11.5  percent  while  the  urban  rate  would 
decrease  by    only  1.6  percent. 


ASSURING  ACCESS  TO  HEALTH  CARE  IN  RURAL  AREAS 

The  elimination  of  the  urban/rural  differential  is  by  no  means  the 
single  answer  to  addressing  the  current  crisis  in  rural  health  care 
delivery.     Rather,  it  is  only  a  start  in  establishing  equity  in  Medicare 
patients.     In  order  to  guarantee  access  to  adequate  health  care  for  our 
nation's  Medicare  beneficiaries.  Congress  must  act  quickly  to  ensure  that 
some  critical  access  facilities  remain  open  to  provide  health  care. 

I  certainly  am  not  one  to  suggest  that  it  is  the  role  of  the 
Medicare  trust  fund  to  guarantee  the  financial  solvency  of  hospitals  in 
general.     But  I  think  it  can  be  argued  that  the  Medicare  program  has 
established  a  commitment  to  its  beneficiaries  to  ensure  access  to  health 
care.     Therefore,  Medicare  has  an  obligation  to  ensure  that  critical 
facilities  remain  open  to  serve  Medicare  patients.     As  the  Senate  Special 
Committee  on  Aging  report  on  Rural  Health  Care  concluded:   "the  dire 
financial  straits  in  which  a  number  of  small  rural  hospitals  find 
themselves  raise  several  serious  public  policy  concerns." 

For  the  most  part,  PPS  is  not  working  for  small  rural  hospitals. 
When  these  hospitals  are  typically  the  sole  source  of  health  care  for  a 
miles  around.  Congress  must  take  a  look  at  what  adjustments  can  be  made 
to  help  these  critical  hospitals.     PPS  is  a  system  based  on  the 
presumption  of  large  numbers  of  high  patient  volumes.     For  small  rural 
hospitals  with  low  patient  volume,  such  a  system  does  not  work. 

Proposals  to  remove  a  certain  class  of  hospitals,  like  small  rural 
hospitals,  off  of  PPS  run  the  risk  of  opening  the  door  for  every  special 
interest  to  ask  to  be  exempt  from  the  system.     This  approach  has  dangers 
which  I  would  like  to  see  avoided.     Rather,  I  think  that  some  immediate 
adjustments  can  be  made  that  will  not  challenge  the  underlying  philosophy 
of  PPS  and  yet  provide  the  necessary  assistance  to  those  small  rural 
hospitals  that  are  on  the  verge  of  closing  their  doors. 
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I  think  that  the  Committee  should  consider  providing  additional 
payments  to  small  rural  hospitals  that  make  up  for  the  Medicare 
shortfalls  in  the  PPS  payments.     When  Congress  adopted  provisions  to 
protect  sole  community  providers,  it  recognized  the  appropriateness  of 
using  Medicare  funds  to  assure  access  to  medical  care  for  Medicare 
beneficiaries  living  in  remote  or  underserved  areas.     In  many  rural 
areas,  preservation  of  the  hospital  and  preservation  of  access  to  health 
care  are  virtually  indistinguishable. 

Since  many  small  rural  hospitals  are  struggling  for  survival, 
perhaps  the  solution  is  to  provide  an  additional  payment  to  protect 
small  rural  hospitals  as  a  class  on  an  interim  basis  until  single 
national  rate  is  established.     Once  equity  is  established  and  a  single 
national  rate  is  fully  in  effect,  then    this  additional  protection  will 
be  provided  only  to  those  hospitals  which  are  identified  as  critical 
access  facilities.     Under  this  proposal.  Medicare  would  only  be 
protecting  those  hospitals  that  truly  must  remain  open  because  of  their 
critical  location  and  service  to  Medicare  beneficiaries. 


OTHER  ADJUSTMENTS  TO  MEDICARE  REIMBURSEMENTS  TO  HOSPITALS 


Current  protections  intended  for  sole  community  providers  appear  to 
be  ineffective.     The  fact  that  Medicare  has  failed  to  provide  adequate 
financial  support  for  sole  community  providers  is  evidenced  in  the 
reality  that  many  hospitals  that  meet  the  criterion  for  sole  community 
hospital  status  do  not  even  apply.     It  is  certainly  very  telling  when  119 
hospitals  eligible  for  this  program  have  never  been  designated.  Also, 
many  designated  sole  community  hospitals  are  leaving  the  program.  North 
Dakota  currently  has  eleven  sole  community  hospitals  and  this  number  is 
declining  every  year.     Congress  needs  to  re-evaluate  the  calculations  in 
the  payment  formula,  simplify  the  application  process  and  reassess  the 
eligibility  criteria,  and  address  the  problems  with  the  requirements  in 
the  application  for  the  volume  adjustment  protections.   (In  one  case  in 
North  Dakota,  a  hospital  had  to  apply  three  times  before  it  received  a 
favorable  decision  for  the  volume  adjustment  protection.     This  process 
took  23  months ! ) . 

Rural  hospitals  are  particularly  vulnerable  to  loses  incurred  by 
outlier  cases.     Since  rural  hospitals  do  not  have  the  high  patient 
volumes  to  spread  out  losses,  the  hospital  discounts  very  high  costs  in 
treating  Medicare  patients  requiring  expensive  treatments  and  utilizing 
extended  stays  in  the  hospital.     One  example  from  a  hospital  in  Rugby, 
North  Dakota  is  very  telling.     This  hospital  received  an  average  of 
$35.71  a  day  for  treating  a  Medicare  patient  who  was  in  for  82  days 
because  of  complications.     The  hospital's  costs  for  treating  that  patient 
was  nearly  8  times  the  daily  reimbursement.     The  hospital  had  to  discount 
$111,523  on  this  patient  alone. 

One  of  the  most  immediate  problems  rural  hospitals  are  faced  with  is 
shortages  in  professional  staff.     The  nationwide  nursing  shortage  and  the 
difficulty  in  attracting  physicians  to  rural  areas  poses  a  serious  threat 
to  not  only  the  quality  of  care  patients  are  receiving  but  also  to  the 
ability  of  the  hospital  to  remain  open.     Changes  in  the  Medicare  Area 
Wage  Index  can  have  a  significant  impact  in  addressing  the  professional 
shortages  that  many  rural  hospitals  are  now  facing. 

The  labor  portion  of  the  standardized  PPS  payment  is  approximately 
75  percent.     Thus,  an  inappropriately  low  wage  index  has  a  major  impact 
on  each  PPS  payment.     The  problem  with  the  wage  index  for  rural  hospitals 
is  that  all  rural  hospitals  in  a  state  have  the  same  wage  index,  while 
urban  hospitals  receive  a  wage  index  specific  to  their  area.     This  policy 
makes  the  incorrect  assumption  that  the  rural  hospital  labor  market  is 
merely  a  local  one.     The  fact  is  that  rural  hospitals  face  multiple  labor 
markets.     The  current  wage  index  for  rural  areas  fails  to  account  for 
necessary  distinctions  between  professional  and  non-professional 
personnel.     Rural  hospitals  may  draw  non-professional  staff  from  the 
local  labor  market  but  they  still  have  to  compete  with  urban  hospitals 
for  their  professional  staff.     Inadequate  Medicare  payments  in  relation 
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to  the  wage  index  have  only  exacerbated  the  existing  difficulties  in 
competing  with  urban  hospitals  to  recruit  physicians,  nurses,  and  other 
professional  staff.     Rural  hospitals  cannot  compete  with  urban  hospitals 
in  offering  financial  incentives  to  attract  physicians,  nurses,  and  other 
health  professionals.       It  is  urgent  that  the  Committee  examine  the 
negative  impact  the  current  differential  in  the  wage  index  has  on  the 
professional  shortages  in  rural  areas. 


THE  FUTURE  OF  RURAL  HEALTH  CARE 

The  adjustments  in  Medicare  payments  to  rural  hospitals  that  I  have 
outlined  above  alone  will  not  ensure  the  viability  of  rural  hospitals. 
I  do  not  feel  that  the  solution  to  the  crisis  in  rural  health  care  is 
simply  a  matter  of  channeling  more  funds  to  rural  health  care  facilities. 
The  adjustments  that  I  have  mentioned  are  adjustments  to  restore  equity 
in  Medicare's  payments  to  hospitals. 

However,  there  is  much  more  that  can  be  done  to  assist  rural 
hospitals  transform  into  medical  facilities  for  the  1990 's  and  beyond. 
The  Committee  must  begin  examining  ways  in  which  Medicare  payments  can  be 
structured  in  order  to  promote  responsible  strategic  planning  and  the 
transformation  of  facilities  to  adapt  to  their  environments.     The  swing 
bed  program  is  but  one  example  of  how  Medicare  can  assist  in  the 
transformation  of  facilities  to  provide  efficient  care  to  Medicare 
beneficiaries . 

Rural  hospitals  face  declining  utilization  of  inpatient  services, 
declining  revenues,  and  increased  competition  for  patients  and  staff.  In 
light  of  these  trends,  coupled  with  the  demographic  transition  of 
declining  populations  in  rural  areas,  rural  communities  must  coordinate 
their  services  and  transform  their  facilities.     The  essential  concern  is 
that  adequate  health  care  is  provided  for  rural  communities.  However, 
this  does  not  necessarily  mean  that  that  care  must  be  provided  by 
hospitals  as  we  know  them  today.     It  is  up  to  the  health  care  industry, 
rural  communities,  and  policy  makers  to  develop  proposals  on  what 
transformations  need  to  be  made. 

In  my  judgement.  Medicare  can  provide  incentives,  as  well  as  remove 
some  current  structural  disincentives,   in  its  payments  to  hospitals 
that  can  help  rural  health  care  delivery  meet  the  challenges  of 
tomorrow.     I  encourage  this  Committee  to  work  with  the  health  care 
industry  and  policy  experts  to  examine  ways  to  facilitate  necessary 
changes  for  the  future  of  rural  health  care  delivery. 
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Chairman  Stark.  I  thank  the  gentleman  and  I  will  just  ask  you 
one  question  because  I  am  not  sure  that  I  understand  the  problem. 
I  am  not  sure  the  solution  you  suggest  will  save  the  hospitals  and  I 
urge  you  to  talk  to  the  hospitals  in  North  Dakota.  Even  if  they  had 
the  rate  of  the  urban  hospitals,  I  am  not  sure  that  they  wouldn't 
still  be  in  financial  trouble. 

I  am  perfectly  willing  to  work  with  the  gentleman,  but  if  we're 
going  to  bite  the  bullet,  as  it  were,  and  find  a  solution,  I'd  be  more 
inclined  to  find  one  that's  going  to  keep  these  hospitals  open.  And  I 
think  their  problem  is  going  to  be  volume,  which  may  be  combin- 
ing or  sharing  facilities,  which  I  suspect  we  could  facilitate. 

I  just  don't  think  the  2  or  3  or  4  or  5  percent  increase  per  proce- 
dure is  going  to  bail  them  out.  And  I  would  like  to  work  with  the 
gentleman  on  specific  cases,  because  I  think  we  could  find  some- 
thing that  would  help  solve  his  problem.  I'm  just  not  sure  that  it  is 
a  simple  minor  increase.  And  I  

Mr.  DoRGAN.  Mr.  Chairman,  I  might  say  that  volume  is  not  a 
new  issue.  Volume  was  an  issue  in  the  1950's  for  small  hospitals.  If 
we  decided  that  health  care  facilities  and  the  long-term  presence  of 
those  facilities  in  rural  areas  is  a  function  of  volume,  then  we  con- 
demn a  whole  lot  of  rural  areas  to  a  life  without  hospitals. 

My  point  is  that  we  certainly  preordained  much  greater  financial 
stress  for  rural  hospitals  by  giving  them  a  much  lower  rate  

Chairman  Stark.  No,  I  am  suggesting  that  there  may  be  other 
ways  to  help  them.  I  am  not  suggesting  for  a  moment  that  we  have 
to  go  with  a  meat  ax  and  close  every  4  out  of  5.  I  am  just  saying 
that  we  may  have  to  reimburse  them  differently. 

Mr.  DoRGAN.  I  understand  that,  except  that  my  point  is  that 
there  is  a  certain  way  to  injure  rural  hospitals,  and  that's  to  do 
what  we've  done.  That's  to  say  to  those  smaller  hospitals,  because 
you  are  smaller,  because  you  are  in  a  rural  area,  because  you  have 
less  volume,  you  get  less  money  per  case,  per  procedure,  than  your 
neighbor  40  miles  down  the  road.  That's  a  certain  way  to  inflict  fi- 
nancial injury  and  that's  precisely  what  we've  done. 

Chairman  Stark.  Thank  you.  Gentleman.  Mr.  Gradison. 

Mr.  Gradison.  I  have  no  questions. 

Chairman  Stark.  Mr.  Coyne. 

Mr.  Coyne.  Byron,  I  was  interested  in  your  endorsement  of  Con- 
gressman Pickle's  idea  to  do  away  with  the  differential.  He  also 
said  that  he  would  do  away  with  the  differential  if  the  cost  of  rural 
hospitals  were  equal  to  the  cost  of  urban  operations.  Do  you  think 
that  that's  a  valid  observation  on  his  part? 

Mr.  DoRGAN.  Oh,  sure,  I  have  met  with  our  hospitals  in  North 
Dakota  at  great  length.  I  have  had  meetings  with  all  our  hospital 
administrators  since  the  first  of  the  year.  I  don't  think  that  there  is 
any  question  that  they  have  in  many  areas  higher  marginal  costs 
because  they  are  rural  hospitals. 

I  think  Bob  Michel  put  it  well.  If  they  are  going  to  buy  a  piece  of 
equipment,  do  you  think  they  get  it  cheaper  than  a  urban  hospital. 
Of  course  not,  they  buy  it  from  the  same  place.  A  substantial 
amount  of  what  rural  hospitals  must  spend  is  at  a  cost  that  is 
equal  to  or  greater  than  other  hospitals. 

The  only  area  is  in  labor.  Incidentally,  many  rural  hospitals 
these  days  in  all  areas  are  competing  with  almost  everybody  else 
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within  100  miles  for  nurses,  who  are  in  shortage,  and  other  skilled 
professionals. 

Mr.  Coyne.  But  I  think  the  question  is:  would  you  support  elimi- 
nating the  differential,  whether  the  costs  are  the  same  or  not,  after 
study  and  review  of  the  question? 

Mr.  DoRGAN.  The  elimination  of  the  differential  with  respect  to 
the  national  rate  is  a  promise.  I  mean,  that's  not  a  negotiable  thing 
at  this  point.  The  only  reason  that  we  are  negotiating  is  because 
we  haven't  had  the  votes  to  trigger  the  promise.  So,  that's  a  com- 
mitment that's  been  made.  Now,  the  question  is  when  does  it  get 
fulfilled.  I'm  sure  that  we  will  find  a  basis,  perhaps,  for  wage  ad- 
justments in  certain  areas  under  any  scheme.  But  I  think  that  you 
will  not  find  anything  that  justifies  a  penalty  rate  for  rural  hospi- 
tals of  the  type  that  they've  been  assigned  these  days. 

Chairman  Stark.  Thank  you.  Mr.  Crane. 

Mr.  Crane.  Thank  you,  Mr.  Chairman.  Byron,  just  one  question 
on  the  cost  differentials.  Roughly,  do  you  know  how  many  hospitals 
you  have  in  the  State  of  North  Dakota? 

Mr.  DoRGAN.  I  don't  know  it  off  hand,  but  I  believe  it's  50  hospi- 
tals, roughly. 

Mr.  Crane.  Do  you  know  how  many  of  those,  for  example,  have 
or  are  equipped  with  a  CAT  scanner? 

Mr.  DoRGAN.  No,  I  don't  know  the  answer  to  that.  I  can  find  that 
quickly. 

Mr.  Crane.  Well,  the  only  reason  that  I  asked  that  is  there's  a 
lot  of  sophisticated  and  very  expensive  equipment,  and  high 
volume  hospitals  in  dense  population  areas  have  absorbed  those 
costs.  But  I  am  not  sure  that  those  are  costs  that  realistically  a 
hospital  that  Bob  Michel  was  describing,  you  know,  with  40  beds 
and  17  of  them  occupied,  can  absorb.  Concerning  labor,  I  agree 
with  you.  I  think  that  in  many  respects,  given  the  shortage  of 
nurses  today,  you  might  have  to  provide  an  enticement  to  get  a 
nurse  to  go  out  into  a  rural  area.  But  another  big  component  of 
hospital  cost  is  equipment.  And  while  it  cost  the  same  one  and  all, 
not  all  hospitals  have  absorbed  the  cost  of  some  of  that  sophisticat- 
ed equipment,  and  I  just  throw  that  out,  because  I  would  like  to  see 
it  factored  into  making  the  kind  of  determination  as  to  what  we 
can  afford  and  what  we  can't. 

Mr.  DoRGAN.  Well,  I  think  it  is  factored  in  and  you  don't  buy  a 
CAT  scanner  in  my  State,  or  perhaps  in  yours,  unless  you  meet  a 
certificate  of  need  requirement  by  a  State  health  office.  At  least  in 
our  State,  that's  the  case.  I  might  say  that  the  fact  that  there  is 
more  sophisticated  equipment  in  urban  hospitals,  again,  preordains 
that  you  will  have  fewer  patients  in  rural  hospitals. 

That  is  one  of  the  things  that  contributes  to  a  lower  population 
of  hospital  days  used  in  rural  hospitals.  I  understand  that,  but  I 
think  that  if  you  take  a  look  at  the  rate  versus  the  cost,  you  will 
discover  that  if  you  were  the  administrator  of  a  rural  hospital, 
what  is  going  on  today  in  reimbursement  is  not  supportable. 

Mr.  Crane.  Good  enough.  Thank  you,  Byron. 

Chairman  Stark.  Mr.  Pickle. 

Mr.  Pickle.  I  want  to  thank  the  gentleman  from  North  Dakota 
for  his  leadership  in  this  field.  He  is  working  with  the  Rural 
Health  Care  Coalition  and  they're  trying  to  find  an  answer  and  to 
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introduce  legislation  on  it.  Some  of  us  have  done  the  same  thing 
because  we  recognize  this  as  a  problem.  I  repeat  to  you  again, 
we've  got  to  come  up  with  facts  to  show  that  the  cost  of  rural  hos- 
pitals are  indeed  as  high  as  the  urban  operation.  And  if  we  can 
show  that,  I  don't  see  why  we'd  have  any  justification  for  giving 
them  a  different  rate  or  lower  rate.  It  ought  to  be  closed  right  here. 

But  then  again,  I  got  to  say  to  those  rural  residents,  they've  got 
to  use  rural  hospitals.  The  only  question  I  would  ask  you  is,  you 
apparently  said  that  even  if  you  established  a  national  rate,  and 
the  inequity  was  closed,  that  some  rural  hospitals  would  still  need 
additional  payments.  Can  you  justify  that?  That  would  kind  of  be  a 
subsidization  over  and  above  the  national  rate.  Is  that  what  you 
have  in  mind?  Or  can  you  comment  on  that? 

Mr.  DoRGAN.  I  certainly  think  that  we  ought  to  discuss  that.  I 
think  the  policy  we've  developed  determines  where  hospitals  will 
exist  in  this  country's  future.  I  think  if  there  is  a  class  of  hospitals 
that  because  of  their  remote  nature,  because  of  their  extraordinary 
costs,  would  require  cost  reimbursement  with  some  protections  in 
certain  areas,  I  would  support  looking  at  that. 

Mr.  Crane.  I  don't  know  that  we  can  go  beyond  the  national 
rate,  but  we  certainly  ought  to  get  to  the  national  rate.  However 
we  arrive  at  it  is  the  problem  of  this  committee.  I  do  appreciate  the 
leadership  you've  given  in  this  field,  and  we  thank  you. 

Chairman  Stark.  Mr.  Anthony. 

Mr.  Anthony.  Thank  you,  Mr.  Chairman.  I  would  like  to  also 
thank  my  colleague  for  his  articulate  way  of  presenting  the  argu- 
ments and  the  forceful  way  in  which  he  is  willing  to  stand  up  for 
his  principles,  and  I  agree  that  it  is  time  that  we  say,  a  promise 
made  is  time  for  a  promise  to  be  kept. 

We  don't  have  the  votes,  but  I  do  believe  that  after  the  difficult 
legislative  battles  that  we've  gone  through  the  last  few  years  that  I 
think  some  of  our  urban  colleagues  recognize  that  we  are  in  trou- 
ble and  I  think  their  attitudes  are  slightly  better  than  they  were  in 
the  past,  if  we  can  find  a  way  to  solve  the  problem. 

Mr.  Chairman,  I  would  just  encourage  you  not  to  use  the  word 
bailout.  I  think  with  the  savings  and  loan  situation,  that  bailout 
now  has  a  very  negative  connotation  in  terms  of  whose  fault  it  is 
and  personally  I  think  access,  equity,  and  keeping  promises  is  more 
in  line  with  what  the  real  promise  is.  I  personally  do  not  feel  like 
I'm  representing  my  real  constituents  in  coming  to  this  Congress 
and  asking  for  a  bailout.  So,  I  just  ask  you  if  you  would — to  try  to 
find  a  different  phrase  to  categorize  what  our  

Chairman  Stark.  The  gentleman's  point  is  well  taken  in  respect 
to  the  paratroopers  [Laughter.] 

And  the  savings  and  loans.  Your  point,  I  think  is  well  taken.  I 
will  think  of  another  term. 

Mr.  Anthony.  And  I  just  close  by  saying,  I  think  you've  stated 
the  whole  public  policy,  Byron,  in  one  sentence  in  your  statement. 
You  said,  I  have  serious  concerns  about  a  policy  that  its'  payment 
formula  systematically  discriminates  a  group  of  hospitals  as  a 
class.  And  that  sums  up  the  whole  problem  and  we  ought  to  solve 
it.  And  I  thank  you  for  your  leadership  in  this  area.  I  look  forward 
to  working  with  you  toward  a  solution.  Thank  you. 

Chairman  Stark.  Mrs.  Johnson. 
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Mrs.  Johnson.  I  appreciate  your  testimony  today  and  wonder  if 
in  your  conversations  with  your  hospitals  you  were  able  to  get  from 
them  any  sense  of  what  it  is  specifically  that's  driving  their  costs.  I 
ask  this  question  because  one  of  the  problems  in  our  system  is  that 
the  most  concrete  data  is  usually  2  years  old  and  the  more  recent 
data  is  a  compilation,  at  least  it's  my  understanding,  of  some  data 
that  we  know  and  some  that  we  guess  at. 

Have  your  hospitals  talked  to  you  about  the  difference  between 
their  costs  2  years  ago  and  their  costs  now?  And,  in  other  words, 
how  much  of  this  problem  is  just  efficiency?  How  much  do  they 
have  control  over?  How  much  do  they  not  have  control  over?  When 
I  do  what  you  did,  sit  down  with  your  hospitals,  I  come  to  the  con- 
clusion that  they  don't  have  a  lot  of  control  over  some  of  the  things 
that  are  driving  costs,  that  cannot  be  seen  from  Washington  be- 
cause they're  more  recent  than  2  years  old.  And  I  just  wondered 
what  was  your  evaluation,  in  sitting  down  with  these  hospitals,  of 
the  cost  drivers? 

Mr.  DoRGAN.  Well,  let  me  go  back  to  the  issue  of  the  law  of  large 
numbers.  I  think  that  it  is  very  difficult  to  measure  the  efficiency 
of  rural  hospitals  as  you  would  measure  the  efficiency  of  a  500-bed 
hospital.  The  whole  purpose  of  prospective  payment  was  to  under- 
stand there's  a  certain  level  of  reimbursement  that's  appropriate 
for  certain  diagnoses.  If  your  costs  are  above  that,  it  means  you  are 
probably  not  very  efficient.  Because  on  the  average,  you  ought  to 
be  able  to  provide  care  for  that  particular  diagnosis  at  this  level  of 
cost.  If  you  are  very  efficient,  you  will  probably  experience  less  cost 
than  that  and  therefore  make  some  profit.  Because  you  have  hospi- 
tals with  16  patients  on  average  throughout  the  year  coming  in 
and  out,  it  is  very  difficult  to  determine  where  is  the  efficiency 
here. 

But  I  can  tell  you  this,  again,  if  we  were  the  administrators  of 
those  hospitals  and  the  diagnosis  was  the  same  at  our  hospital  for 
that  elderly  patient  and  70  percent  of  them  was  elderly,  whereas 
our  neighbor  hospital  60  miles  away  had  a  40  percent  Medicare  pa- 
tient load,  when  that  patient  comes  in  and  the  diagnosis  represents 
X,  we  get  25  percent  less  money  than  the  hospital  50  miles  away. 
That's  a  very  serious  problem  for  them. 

Mrs.  Johnson.  I  agree  that  there  are  real  problems  with  the 
rural  rate.  I  agree  with  that.  I  think  you  made  your  point  that 
access  is  worth  something.  That  occupancy  rates  alone  can't  deter- 
mine whether  that  hospital  ought  to  exist,  and  that  access  to  care 
is  of  value  in  and  of  itself— and  something  that  we  ought  to  consid- 
er how  much  we  are  willing  to  pay  for  are  both  legitimate  points. 

But,  it  would  be  interesting  if  you'd  go  back  to  your  hospital  ad- 
ministrators and  ask  them  questions  about  how  they  do  their  budg- 
eting. I  had  one  of  my  administrators  sit  down  and  go  through  with 
me  what  costs  he  was  able  to  predict  at  the  time  he  made  his 
budget  only  1  year  ago.  I  come  from  a  highly  regulated  State  where 
we  oversee  hospital  submissions  on  an  annual  basis.  He  was  able  to 
sit  down  and  say  these  are  the  assumptions  on  which  I  made  my 
budget  which  were  all  valid  1  year  ago. 

Since  that  time,  we  have  had  a  crisis  in  nursing  salaries,  the  new 
directives  in  regard  to  aids  prevention  came  down,  and  he  had  to 
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go  to  a  higher  grade  plastic — it  may  sound  like  a  little  thing,  but  it 
was  worth  more  than  $300,000  to  him. 

The  Federal  Government  has  started  paying  him  6  months  late. 
He's  had  to  borrow  $3  million  to  cover  his  costs.  So  he's  got  interest 
payments. 

I  think  we  need  to  know  what  are  the  concrete  things  that  are 
feeding  into  their  costs  this  year,  as  opposed  to  last  year.  Because 
one  of  our  problems  in  dealing  with  this  whole  subject  matter  area 
is  to  try  to  find  some  way  that  we  can  give  ourselves  a  more  updat- 
ed, factual  basis  from  which  to  start. 

So  any  further  information  you  can  get  from  them  on  those  mat- 
ters would  be  of  interest  to  me. 

Mr.  DoRGAN.  That's  a  very  good  point,  and  I  suppose,  for  exam- 
ple, the  delay  in  Medicare  payments  to  hospitals  affects  urban  as 
well  as  rural.  That's  another  gimmicky  way  to  show  a  reduction  in 
the  deficit  while  you  impose  the  cost  on  someone  else. 

There's  a  whole  range  of  things  that  we  probably  need  more  in- 
formation on.  I  don't  disagree  with  you  on  that. 

Chairman  Stark.  Mr.  Levin. 

Mr.  Levin.  Mr.  Chairman,  I  don't  have  any  questions,  just  a  com- 
ment. 

I  think  the  testimony  this  morning  already  has  shown  that  this 
is  really  not  them  against  us.  For  example,  there  are  lots  of  simi- 
larities in  the  problems  facing  intercity  hospitals  as  rural  hospitals. 

They're  not  identical  sets  of  problems,  but  they're  rather  similar. 

Thanks  very  much. 

Chairman  Stark.  Mr.  Chandler — Mr.  Donnelly. 
Mr.  Donnelly.  Thank  you  Mr.  Chairman.  Byron,  thanks  for 
coming. 

I  feel  somewhat  johnny-on-the-spot  here  with  our  first  two  wit- 
nesses. Every  time  urban  is  mentioned  I'm  either  looked  at  or  the 
State  of  Massachusetts  is  mentioned. 

But  let  me  just  say  that  I  agree  the  present  system  is  not  work- 
ing as  it  should.  Not  just  in  regard  to  the  differential.  I  think  as  we 
look  at  the  entire  system,  maybe  it  ought  to  be  time  to  revisit  it. 

Now,  let  me  ask  you  this:  have  any  hospitals  in  North  Dakota 
closed  since  PPS  was  adopted? 

Mr.  DoRGAN.  We've  had  North  Dakota  hospital  closures.  I  don't 
know  whether  it's  been  since  1983,  or  since  1984  of  the  implemen- 
tation. I  can  get  you  that  information. 

But  let  me  just  tell  you.  We've  got  literally  a  good  number  of 
hospitals  in  small  communities  teetering  on  the  edge  of  closures. 

They  don't  know  where  to  go  or  what  to  do  because  of  their  ex- 
traordinary high  population  of  Medicare  patients.  I  would  guess, 
you  know,  in  most  Massachusetts  cities,  the  patients  coming 
through  the  door  would  represent  much,  much  less  than  70  percent 
Medicare  patients. 

And  that's  where  you  get  into  the  problem. 

In  North  Dakota  it's  70  percent  of  your  patients. 

And  so,  when  you  lose  on  Medicare  patients,  if  you  lose,  you've 
got  to  charge  a  higher  fee  to  the  private  pay  patients  some  place. 
You've  got  to  transfer  that  lost  to  some  place. 

If  you  have  70  percent  Medicare  and  30  percent  private  pay,  you 
don't  have  any  population  out  there  to  transfer  to. 
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That's  one  of  the  problems. 

Mr.  Donnelly.  I  also  noted  your  final  statement  in  your  pre- 
pared remark  that  the  rural  members  intend  to  lobby  harder  and 
work  harder  and  play  tougher  in  this  session  of  Congress. 

I  suspect  my  life  will  be  somewhat  miserable  over  the  next  few 
months. 

But  I  think  all  of  us  from  urban  areas  would  agree  that  the 
present  system  is  not  working  as  it  should. 

And  I  think  we  can  start  from  that  basis.  The  question  is  how  do 
you  diwy  up  that  shrinking  pie  that's  getting  smaller  and  smaller, 
and  smaller. 

And  as  we  look  out  to  the  future,  Byron,  it's  going  to  continue  to 
get  smaller — maybe  we  have  to  go  right  back  to  the  beginning  and 
revisit  the  whole  mission  of  Medicare,  and  whether  we  ought  to  be 
in  the  business  of  funding  hospital  expansion  and  hospital  renova- 
tion. 

We  also  need  to  determine  whether  we  ought  to  be  in  the  busi- 
ness of  training  and  paying  the  training  of  physicians  and  nurses, 
and  whether  we  ought  not  just  be  in  the  business  of  taking  care  of 
our  beneficiaries. 

I  think  the  mission  of  Medicare  in  1965  is  much  different  than 
the  mission  of  Medicare  in  1989. 

And,  maybe  those  are  the  types  of  issues  we  can  discuss  as  we 
negotiate  and  try  to  deal  with  what  I  think  presently  is  an  unfair 
system. 

And,  I  look  forward  to  you — spending  the  process  in  working 
with  those  of  us  from  both  urban  and  in  rural  areas. 

Mr.  DoRGAN.  Mr.  Donnelly,  then  your  trip  to  North  Dakota  some 
years  ago  would  have  been  very  beneficial  to  understand  what  a 
rural  area  truly  is. 

I  maybe  should  amend  my  opening  statement  and  make  a  differ- 
ent analysis. 

North  Dakota  is  not  just  10  times  the  size  of  Massachusetts.  It's 
10  times  the  size  of  El  Salvador.  We  could  substitute  that  to  in- 
crease your  comfort  level. 

Mr.  Donnelly.  I  don't  know  the  relationship  between  El  Salva- 
dor and  Massachusetts.  I'll  let  that  pass. 

Mr.  DoRGAN.  Mr.  Chairman,  thank  you  very  much  for  offering 
me  the  opportunity  to  testify. 

Chairman  Stark.  Thank  you  very  much  for  participating. 

Our  next  witness  is  the  distinguished  Chairman,  Dr.  Stuart 
Altman,  of  the  Prospective  Payment  Assessment  Commission,  af- 
fectionately known  as  ProPAC.  Stuart,  it's  good  to  have  you  back 
and  without  objection,  this  morning,  your  prepared  testimony  will 
appear  in  the  record  in  its  entirety.  You  may  proceed  to  expand  on 
it,  amend  it,  or  enlighten  us  in  any  way  that  you  choose. 

STATEMENT  OF  STUART  H.  ALTMAN,  PH.D.,  CHAIRMAN,  PROSPEC- 
TIVE PAYMENT  ASSESSMENT  COMMISSION  [PROPAC],  ACCOM- 
PANIED BY  KATHRYN  M.  MERSHON,  R.N.,  AND  DONALD  A. 
YOUNG,  M.D.,  EXECUTIVE  DIRECTOR 

Mr.  Altman.  Thank  you  Mr.  Chairman.  First,  I'd  like  to  intro- 
duce two  others  with  me. 
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On  my  right  is  Kathy  Mershon  who  is  a  Commission  member,  a 
registered  nurse,  and  a  hospital  administrator  working  for  the 
Humana  System. 

And  on  my  left  is  Dr.  Donald  Young,  the  executive  director  of 
our  staff. 

As  you  indicated,  I  do  have  written  testimony  which  I  would  like 
to  put  in  the  record.  To  those  in  the  audience,  we  have  given  them 
a  test.  In  addition  to  showing  how  complicated  the  PPS  system  is, 
we  now  find  our  xerox  machine  almost  as  complicated. 

And  so,  the  audience  may  find  their  testimony  a  little  difficult  to 
follow  because  the  pages  don't  follow  in  order,  and  I  apologize. 

But  for  .those  of  them  who  didn't  know  it  when  they  read  it,  it 
indicates  [Laughter.] 

I  would  like  to  just  briefly  summarize,  and  I  appreciate  the  dis- 
cussion that  has  gone  on  this  morning  and  much  of  it  supports  our 
analysis.  We  do  have  some  different  information  that  might  also 
bear  on  this  discussion. 

We  are  very  pleased  this  morning  to  present  you  with  our  fifth 
annual  report,  which  was  delivered  to  you  this  morning  and  in- 
cludes our  recommendations  in  detail. 

As  we  indicate  in  the  report,  the  PPS  system  replaced  more  than 
16  years  of  a  cost-based  reimbursement  system.  And  while  there 
have  been  a  number,  of  issues  raised  this  morning,  for  the  most 
part  the  system  has  worked  well  in  terms  of  allocating  dollars. 

We  are  not  talking  about  the  size  of  the  pie,  but  rather  its  alloca- 
tion system.  Nevertheless,  serious  problems  do  remain  and  you 
talked  about  some  of  them  this  morning.  And  others  I'm  sure  will 
come  up  in  our  testimony,  and  I  will  bring  several  of  them  up  as 
we  go  through  the  discussion. 

ProPAC,  as  you  know,  is  made  up  of  17  independent  commission- 
ers, 4  of  whom  are  hospital  administrators,  5  of  whom  are  physi- 
cians, several  are  economists,  and  others  work  for  insurance  com- 
panies and  the  like. 

Since  the  beginning  of  our  deliberations  5  years  ago,  we  have 
tried  to  present  you  with  our  estimates,  which  we  believe  are  both 
fair  to  the  hospital  system,  but  which  recognize  the  tough  financial 
situation  that  our  Medicare  program  and  our  country  are  in. 

However,  I  want  to  emphasize  Mr.  Chairman,  our  recommenda- 
tions today,  as  in  the  past,  were  not  guided  by  an  attempt  to  reduce 
the  deficit.  We've  tried  to  give  you  our  best  shot  in  terms  of  what 
we  believe  would  be  an  increase  which  would  maintain  high  qual- 
ity and  access  to  care,  and  yet  maintain  fiscal  constraints  that  ev- 
eryone believes  are  necessary,  in  order  to  keep  moderate  growth  in 
our  $40  plus  billion  part  A  hospital  Medicare  program. 

As  a  matter  of  fact,  when  you  look  back  at  our  PPS  recommenda- 
tions, we  have  recommended  between  1.5  and  2.6  percent  less  than 
the  estimated  marketbasket  increase  each  year,  and  this  was  rec- 
ommended unanimously  every  year. 

Because  for  the  most  part  our  commissioners  have  tried  to  look 
at  the  information,  even  though  at  times  that  information  was  a 
little  painful  for  commissioners'  individual  hospitals.  I  can  say 
without  any  qualifications  that  these  individual  commissioners 
tried  to  do  the  best  by  the  system,  not  for  their  own  individual  self- 
interest. 
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For  the  most  part,  factual  information  has  driven  our  recommen- 
dations, although  there  are  times  when  judgment  must  prevail,  and 
that's  why  you  put  the  Commission  together. 

And  I  think  this  year,  more  than  any,  judgment  is  very  impor- 
tant. 

As  I  indicated  in  the  closing  part  of  my  testimony,  in  a  very  real 
sense,  PPS  starts  October  1,  1989. 

We've  had  a  roller  coaster  over  the  last  5  years.  We've  signifi- 
cantly overshot  the  mark  during  the  first  3  years  of  PPS,  generat- 
ing profit  margins  around  15  percent  for  the  first  years;  9  percent 
for  the  third  year. 

Then  we  sort  of  went  into  a  dip  where  the  margins  dropped  pre- 
cipitously 4.50,  and  our  estimates  are  that  more  than  50  percent  of 
hospitals  in  this  country,  this  year  and  next  will  lose  money  on 
Medicare  and  many  of  them  will  lose  money  regardless  of  how  they 
count. 

My  own  view  personally  is  that  this  roller  coaster  does  need  to 
stop.  It's  very  difficult  for  any  industry  to  plan  ahead  with  this 
kind  of  up  and  down. 

So  in  a  very  real  sense,  we  all  face  a  new  beginning  this  year  to 
develop  a  set  of  estimates  and  a  rationale  that  would  allow  this  in- 
dustry to  plan  ahead,  recognizing  that  they  won't  have  all  the 
money  they  want  but  there  will  be  adequate  reimbursement  for 
those  that  can  live  within  limits. 

I  do  want  to  emphasize  something  that  does  get  lost — because  we 
keep  talking  about  revenue  shortfalls. 

The  other  thing  you  have  to  recognize  is  that  costs  per  admis- 
sion, costs  per  hospital  case  have  been  growing  in  excess  of  10  per- 
cent a  year  for  3  to  4  years  in  a  row,  and  these  increases  are  very 
sizably  above  increases  in  other  sectors  of  our  economy,  as  well  as 
above  overall  inflation. 

The  other  thing  that  needs  to  be  borne  in  mind  is  that  it  is  not 
correct  to  only  look  at  the  update  factor. 

Hospitals  have  received  more  money  through  other  adjustments 
then  they  have  through  the  update  factor,  but  we  tend  to  focus  on 
the  update  factor. 

Our  estimates  indicate  that  hospitals,  through  case  mix  index  ad- 
justments, receive  money  in  excess  of  what  would  be  required  for 
treating  sicker  patients. 

And  that's  why  in  our  calculations  we  look  at  total  revenues,  not 
only  the  update  factor. 

The  third  troubling  statistic  is  the  amount  of  variation  that 
exists  in  our  system.  The  averages  do  mask  a  lot  of  variation,  and 
even  in  this  very  tough  period,  there  are  hospitals  making  more 
than  30  percent  margins  on  their  Medicare  patients. 

And  as  I  point  out  in  my  testimony,  we  are  very  close  to  the 
point  of  deciding  whether  we  want  to  protect  individual  hospitals, 
or  groups  of  hospitals,  against  low  margins. 

And  if  we  decide  to  do  that — if  you  decide  to  do  that — we  have 
crossed  the  line  between  a  payment  system  that  establishes  a  rate 
and  lets  hospitals  compete  and  move  into  a  regulatory  environ- 
ment. 
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Now,  honest  people  could  differ  on  that  issue.  But  I  will  tell  you 
this  Mr.  Chairman,  if  we  pass  that  line,  a  whole  set  of  calculations 
need  to  come  into  play. 

And  that  is  we  then  have  to  go  line  by  line  and  ask,  invariably — 
are  those  costs  justified?  What  is  appropriate  profit  margin? 

We  have  not  crossed  that  line  yet,  but  as  you  single  out  classes  of 
hospitals  and  say,  ''their  profit  margins  are  too  low,  we  need  to 
prop  them  up,"  it  is  just  the  beginning. 

The  Congress  has  already  done  that  and  the  Commission  sup- 
ported it.  You've  decided  large  urban  hospitals  were  not  receiving 
high  enough  payments,  and  you  singled  them  out. 

We  have  singled  out  rural  hospitals.  We've  made  substantial 
progress  in  giving  them  additional  payment.  These  changes  were 
justified. 

But  ultimately,  as  I  said  before,  we  are  very  close  to  that  line 
and  I  think  it's  going  to  need  a  lot  more  discussion. 

And  I  would  add,  should  you  want  more  discussion  on  that,  we  at 
ProPAC  would  be  glad  to  look  into  it. 

Understand  what  I  am  saying.  I  am  not  recommending  it.  As  a 
matter  of  fact,  if  you  push  me,  I  would  recommend  against  it.  But 
we  are  very  close. 

Now  let  me,  if  you  don't  mind,  go  through  briefly  our  recom- 
mendations. 

Chairman  Stark.  Stuart,  back  up  just  a  little  bit.  What  would 
you  recommend  against?  I  want  to  make  sure  

Mr.  Altman.  I  would  not  recommend  going  to  a  full  regulatory 
system  where  we  essentially  decide  for  each  class  of  hospitals  there 
would  be  a  profit  margin  which  would  be  acceptable  and  we  would 
define  revenues  to  shoot  and  then  start  regulating  cost  by  cost — 
you  know,  the  public  utility  model. 

I  think  in  spite  of  all  the  criticisms,  in  spite  of  all  the  problems, 
the  PPS  system  is  a  better  system. 

Mrs.  Johnson.  Mr.  Chairman,  would  you  yield? 

I  understand  you  to  say  you  would  recommend  against  going  to 
such  a  system. 

Mr.  Altman.  Yes. 

Mrs.  Johnson.  Okay,  thank  you. 

Mr.  Altman.  Mr.  Chairman,  the  Commission  recommends  an  av- 
erage increase  in  the  level  of  PPS  prices  for  1990  of  4.9  percent  or 
about  0.8  percentage  point  below  the  projected  market  basket  level 
of  inflation. 

This  average  would  consist  of  an  increase  of  5  percent  for  hospi- 
tals in  large  urban  areas,  4.5  percent  for  hospitals  in  other  urban 
areas,  and  5.6  percent  for  rural  hospitals. 

As  I  indicated  in  my  testimony,  and  I  will  reiterate,  we  do  be- 
lieve rural  hospitals  should  be  receiving  additional  payments  to 
makeup  for  shortfalls  in  the  past. 

And  we  have  recommended  this  for  3  years  running,  and  we  be- 
lieve over  time  these  extra  payments  will  bring  a  fairer  linkage  be- 
tween their  costs  and  their  revenues. 

In  my  testimony  I  go  through  how  we've  come  up  with  these  cal- 
culations and  I  won't  go  through  these  now  unless  you're  interest- 
ed. 


34 


But  I  do  want  to  mention  again  that  we  have  recommended  a 
higher  update  for  large  urban  hospitals,  which  is  consistent  with 
what  your  committee  recommended. 

This  is  because  we've  found,  for  the  most  part,  these  higher 
urban  areas  do  have  costs  which  are  higher,  and  unaccounted  for 
by  the  payments,  than  smaller  urban  areas.  Therefore,  we  have 
added  a  0.5  percent  higher  rate  for  them. 

As  in  the  past,  we  have  made  recommendations  for  the  excluded 
hospitals  which  are  much  closer  to  the  market  basket  because  of 
the  inability  of  these  hospitals  to  get  extra  payments  through  case 
mix  adjustment. 

I  now  want  to  focus  on  a  very  complicated  and  clearly  controver- 
sial issue,  and  that  is  the  indirect  medical  education  adjustment. 

As  you  know  well  Mr.  Chairman,  when  the  system  was  put  into 
place,  there  was  concern  that  our  largest,  most  prestigious  teaching 
hospitals  would  serve  sicker  patients,  patients  who  were  not  ade- 
quately covered  under  the  new  system,  and  an  extra  adjustment 
was  put  into  the  system. 

Everybody  recognize  very  quickly  that  the  adjustment  overshot 
the  mark.  And  we  have  been  constantly  adjusting  it  down. 

First  from  a  factor  of  11.5  to  8.1,  and  now  we  are  at  7.7.  We  use  a 
rather  complicated  regression  model  to  calculate  this. 

Every  independent  estimate  in  this  town  and  around  the  country 
that  uses  that  model  suggests  that  the  adjustment  is  too  high. 

If  you  just  use  that  model,  it  indicates  that  rather  than  being  7.7, 
it  should  be  closer  to  4.4.  The  President  and  the  previous  President 
recommended  that  it  should  be  closer  to  4. 

In  the  President's  budget  they've  recommended  immediately 
dropping  from  7.7  to  4  percent.  That  would  be  a  reduction  in  that 
teaching  adjustment  of  almost  50  percent.  That  amounts  to  more 
than  a  jbillion  dollars,  taken  away  from  150  to  200  hospitals. 

While  our  numbers  are  similar,  the  Commission  believes  that  the 
President's  budget  proposal  is  (a)  much  too  precipitous  a  drop,  and 
(6)  if  you  take  a  bigger  picture,  and  I  think  it's  important  to  em- 
phasize this,  the  Medicare  program  is  not  in  isolation.  We  think 
you  need  to  look  at  not  only  Medicare  payments,  but  total  pay- 
ments. 

And  when  you  look  at  total  margins,  our  largest  teaching  hospi- 
tals, when  you  look  beyond  Medicare,  rather  than  being  the  most 
favored  flip  around,  and  their  margins  become  lower  than  other 
hospitals. 

And  therefore  Mr.  Chairman  we  have  recommended  a  modest  re- 
duction in  the  teaching  adjustment  from  7.7  to  6.6,  and  we  recom- 
mend that  the  money  that's  taken  from  the  teaching  hospitals  be 
put  back  into  the  pie  from  which  it  came  and  redistributed  to  all 
hospitals.  In  this  way,  the  teaching  hospitals  would  get  back  some 
of  it,  but  not  through  the  teaching  adjustment. 

We  do  this  more  to  level  the  playing  field,  not  as  a  budget  deficit 
reduction  item. 

Of  course,  if  you  choose  to  use  it  differently,  it  could  impact  dra- 
matically on  the  budget. 

We  recognize  that  this  is  a  very  complicated  area.  This  formula 
is  very  complicated.  We  don't  completely  understand  all  of  what  we 
are  doing. 
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And  therefore  I  have  instructed  our  staff  and  other  Commission- 
ers working  with  our  staff  to  prepare  a  technical  briefing  for  you — 
a  report — which  we  hope  to  have  available  on  this  subject  by  late 
spring. 

Because  after  all,  what  we  are  talking  about  is  the  financial  via- 
bility, as  I  indicated,  of  our  largest,  and  quite  frankly,  most  prestig- 
ious hospitals  all  over  the  United  States. 

I  hope  that  report,  when  it  is  completed,  will  be  of  help  to  you. 

Let  me  now  just  summarize,  first  by  indicating  that  we  will  be 
bringing  before  you  in  April  a  report  that  you  have  asked  for  on 
payment  for  ambulatory  surgery  procedures. 

And  I  don't  want  to  completely  jump  the  gun,  but  we  are  going 
to  recommend  to  you  a  prospective  payment  approach  for  the  facili- 
ty component  of  hospital  outpatient  surgery. 

And  I  want  to  emphasize  one  other  thing.  The  existing  system 
for  outpatient  surgery  payment  has  tended  to  be  very  unfair  to  the 
Medicare  beneficiaries. 

There  are  Medicare  beneficiaries  who  go  to  outpatient  surgery 
units  in  hospitals  who  could  wind  up  paying  40  or  50  percent  of  the 
cost  that  the  Government  pays. 

Clearly  a  rate  that's  far  in  excess  of  what  is  intended  in  the  law. 
Now,  what  is  technically  correct — it's  not  that  its  illegal — but  it  is 
an  interpretation  of  the  law  that  I  find  distorts  the  result. 

And  the  system  we  recommend  goes  much  closer,  in  fact  goes 
right  to  what  the  law  says,  that  Medicare  beneficiaries  pay  the 
same  20  percent  regardless  of  where  they  go  to  receive  their  care. 

Again,  we  will  talk  about  that  in  April.  And  I  understand  that 
we  are  going  to  be  testifying  before  you. 

In  conclusion  Mr.  Chairman,  the  Commission  believes  that  PPS, 
for  the  most  part,  has  met  many  of  the  goals  that  were  established 
for  it. 

The  rate  of  growth  of  Medicare's  inpatient  expenditures  has 
moderated.  In  recent  years,  however,  as  I  indicated,  hospital  mar- 
gins have  fallen  precipitously. 

Partly  because,  as  I  indicated  also,  of  large  and  unexpected  cost 
increases.  We  have  not  found  evidence  of  substantial  changes  in 
quality  nor  have  we  found  evidence  of  major  reductions  in  the  dif- 
fusion of  new  medical  technology. 

On  the  other  hand,  we  have  witnessed  an  increasing  number  of 
hospital  closures.  ProPAC  is  currently  studying  this  trend,  and  I 
have  with  me  today  some  preliminary  information  on  these  hospi- 
tal closures  should  you  be  interested.  I  will  talk  to  you  about  that. 

But  I  will  indicate  that  even  this  preliminary  information  sug- 
gests that  hospitals  that  have  closed  have  tended  to  have  fewer  ad- 
missions, and  have  lower  occupancy  rates  than  other  hospitals. 

And  interesting,  about  half  of  the  hospitals  that  have  closed  have 
been  in  urban  areas  and  about  half  in  rural  areas.  To  the  extent 
hospitals  are  closing  because  they  are  underutilized,  or  have  long- 
standing financial  problems,  closure  may  be  appropriate,  especially 
when  there  are  other  hospitals  in  the  area. 

However,  as  was  indicated  this  morning,  it  is  necessary  to  exam- 
ine more  closely  to  make  sure  that  in  those  areas  where  hospitals 
close,  that  the  beneficiaries  have  access  in  a  reasonable  period  of 
time. 
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In  some  sense,  as  I  indicated,  we  are  really  at  the  beginning  of 
PPS.  The  first  5  years  were  needed  to  become  accustomed  to  the 
system,  to  make  some  basic  adjustments,  and  to  correct  initial 
areas. 

Now  we  are  in  a  position  to  observe  the  longer  term  impact  of  a 
more  tightly  controlled  payment  system  for  Medicare  than  has 
ever  happened  before. 

We  at  ProPAC  are  anxious  to  help  the  Congress  and  the  Secre- 
tary as  we  enter  the  second  5  years  of  PPS,  and  we  will  be  pleased 
to  continue  to  assist  you  in  every  way  we  can. 

Thank  you  Mr.  Chairman. 

[The  statement  of  Mr.  Altman  follows:] 
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statement  of  Stuart  H.  Altman ,   Ph.D.,   Chairman,  Prospective 
Payment  Assessment  Commission 

Good  Morning  Mr.   Chairman.     I  am  pleased  to  testify  before  the 
subcommittee  this  morning  and  present  the  recommendations  of  the 
Prospective  Payment  Assessment  Commission  for  updating  and 
maintaining  the  Medicare  Prospective  Payment  System  for  fiscal 
year  1990.     Our  fifth  annual  report  to  the  Secretary  of  Health 
and  Human  Services  containing  these  recommendations  was  printed 
over  the  weekend  and  I  believe  you  have  copies  of  it  this 
morning.     Additional  copies  will  be  available  from  ProPAC's 
offices  for  members  of  the  press  and  the  public  at  the  end  of  the 
week. 

These  first  five  years  of  PPS  have  provided  many  challenges  to 
hospitals  and  to  the  Medicare  program,  but  there  has  been 
considerably  less  disruption  than  might  have  been  expected.  The 
system  that  replaced  more  than  16  years  of  cost-based 
reimbursement  —  termed  revolutionary  only  five  years  ago  —  is 
now  an  established  part  of  the  U.S.  health  care  financing 
structure.     Nevertheless,   several  problems  persist  in  the  system, 
and  further  refinements  are  necessary.     In  addition,  our 
information  indicates  that  the  hospital  industry  has  not  yet 
fully  adjusted  and  adapted  to  the  incentives  of  PPS.  The 
Commission,  however,  believes  that  the  program  has  met  many  of 
its  important  goals. 

Background 

Before  I  describe  this  year's  recommendations,   I  would  like  to 
take  a  few  minutes  and  make  some  general  observations  and 
describe  some  of  the  Commission's  overriding  concerns. 

ProPAC  decided  during  its  first  year  that  while  budgetary 
pressures  were  critical,   it  was  not  the  role  of  the  Commission  to 
explicitly  address  this  concern  in  its  deliberations.     Rather,  in 
all  of  its  recommendations  over  the  years,  ProPAC  has  sought  to 
provide  Congress  and  the  Secretary  with  judgments  that  reflect 
the  mission  given  it  by  PL  98-21   (the  Social  Security  Amendments 
of  198  3) .     Thus,   in  developing  its  recommendations,  the 
Commission  takes  into  account  the  hospital  market  basket, 
hospital  productivity,  technologic  and  scientific  advances  and 
long-term  cost-effectiveness  in  the  delivery  of  hospital 
services. 

We  have  tried  each  year  to  recommend  a  tough  but  appropriate 
update  factor  which  will  encourage  hospitals  to  be  more  efficient 
in  the  delivery  of  high  quality  care.     In  fact,   in  each  of  the 
past  4  years  our  recommended  update  factor  for  PPS  hospitals  has 
been  1.5  to  2.6  percent  less  than  the  estimated  market  basket 
increase  for  that  year.     Therefore,  while  the  Commission  develops 
its  recommendations  with  knowledge  of  the  tight  Federal  budget, 
ProPAC  does  not  specifically  take  the  need  to  reduce  the  deficit 
into  account.     Recommendations  from  ProPAC  represent  the  combined 
views  of  its  Commissioners  about  the  appropriate  changes  in  the 
system  that  will  support  a  Medicare  hospital  payment  system 
capable  of  providing  access  to  high-quality  care  at  efficient 
levels  of  payment. 

For  the  most  part,  we  have  tried  to  rely  on  factual  information 
in  arriving  at  our  recommendations.     Clearly,  this  is  not 
possible  all  the  time  and  judgments  must  be  made.     The  complexity 
of  the  judgments  that  we  must  make  and  that  you  must  make  is 
compounded  by  the  problems  of  getting  good  information.  Even 
though  there  is  actually  more  and  better  data  today  than  in  the 
early  years  of  PPS,  getting  timely  and  accurate  data  on  hospitals 
and  patients  is  still  a  problem  for  effective  policy-making. 

The  recent  information  that  we  have  been  able  to  analyze  suggests 
that  early  PPS  rates  were  too  high,  contributing  to  large 
Medicare  margins  (revenues  in  excess  of  costs)   for  many 
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hospitals.     Our  analysis  has  indicated  average  margins  in  excess 
of  14  percent  in  the  first  and  second  years  of  PPS,  and  about  9 
percent  in  the  third  year.  Over  the  next  two  years,  however, 
average  margins  for  Medicare  patients  appear  to  have  fallen  to 
nearly  zero.     In  fact,  our  latest  estimates  suggest  that  the 
average  PPS  margin  will  fall  below  zero  during  the  sixth  year 
under  PPS  unless  hospitals  can  slow  the  rate  of  increase  in  per- 
case  costs.      (EXHIBIT  1  shows  these  overall  PPS  margins  in  a  bar 
chart . ) 

These  financial  circumstances  must  be  considered  in  light  of 
three  important  factors.     The  first  is  extremely  rapid  increases 
in  hospital  costs  per  case  since  the  first  year  of  PPS.  Second, 
PPS  payments  have  grown  faster  than  anticipated  because  hospitals 
receive  increases  in  DRG  payments  reflecting  their  ever-rising 
case-mix  indexes.     That  is,  the  higher  case  mix  index  results  in 
higher  payments  outside  of  or  beyond  the  update  factor  increase 
that  is  enacted  by  the  Congress.     These  extra  payments  from  case- 
mix  change  are  higher  than  warranted  for  treating  sicker 
patients.     The  third  factor  is  the  significant  variation  among 
hospitals  with  regard  to  their  financial  status  and  their 
margins . 

Medicare  inpatient  operating  costs  per  case  rose  about  10  percent 
per  year  for  the  second,  third,  and  fourth  years  of  PPS  —  more 
than  6  percentage  points  per  year  above  the  PPS  market  basket. 
Interestingly  enough,  during  the  first  year  of  PPS,  cost  per  case 
increases  were  limited  to  about  2  percent  —    more  than  2.5 
percentage  points  below  the  market  basket.     That  is,  hospitals 
did  initially  appear  to  respond  to  PPS  incentives  to  limit  the 
growth  in  costs.     What  we  don't  understand  is  why  this  trend 
changed  and  changed  so  dramatically.     EXHIBIT  2  shows  the  cost 
and  payment  trends  graphically.     One  possible  reason  for  the  cost 
increases  is  that  the  high  margins  hospitals  experienced  in  the 
first  year  of  PPS  lessened  incentives  for  cost  containment. 
Hospitals  may  also  have  changed  their  strategy  from  reducing 
costs  to  expanding  the  services  they  provide  to  generate 
additional  revenue.     A  recent  ProPAC  study  indicated  that 
hospitals  did  not  cut  back  on  the  types  of  services  they  provide. 
Rather,   for  many  the  preferred  strategy  during  the  PPS  years  has 
been  an  expansion  of  the  services  they  furnish. 

The  variation  in  hospital  financial  condition  is  likewise 
extremely  troublesome.     Preliminary  data  for  the  fourth  year  of 
PPS  indicate  that  almost  half  of  the  hospitals  incurred  losses 
under  PPS,  while  more  than  10  percent  had  margins  of  18  percent 
or  more. 

The  existence  of  large  variations  in  margins  across  types  of 
hospitals  resulted  in  adjustments  in  the  PPS  rates.     For  example, 
the  Congress  addressed  some  of  the  variation  in  hospital 
financial  performance  under  PPS  by  granting  higher  update  factors 
to  rural  hospitals  and  hospitals  in  large  urban  areas. 
Continuing  refinements  are  likely  to  be  considered  as  more 
information  on  variation  in  financial  condition  becomes 
available. 

The  question  that  needs  to  be  asked,  however,   is  at  what  point  in 
this  adjustment  process  would  PPS  move  over  the  line  and 
effectively  become  a  regulatory  system  whereby  certain  profit 
margin  levels  would  be  targeted  for  groups  of  hospitals,  and  is 
such  a  change  desirable.     Cleaily,  this  is  a  subject  which  this 
committee  and  the  administration  needs  to  devote  considerable 
attention  to  in  the  months  ahead.     If  you  wish,   ProPAC  would  be 
more  than  pleased  to  assist  you  in  this  effort. 

Let  me  now  turn  to  our  specific  recommendations  for  the  fiscal 
year  1990  prospective  payment  system.     We  hope  that  our 
conclusions,  along  with  the  analysis  and  explanations  that  we 
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provide  with  our  recommendations,  will  make  your  deliberations 
easier  and  better  informed. 

Update  Factor  Recommendations 

The  Commission  recommends  an  average  increase  in  the  level  of  PPS 
prices  of  4.9  percent  for  fiscal  year  1990,  or  about  0.8 
percentage  points  below  the  projected  market  basket  level  of 
inflation.     This  average  would  consist  of  an  increase  of  5.0 
percent  for  hospitals  in  large  urban  areas,  4.5  percent  for 
hospitals  in  other  urban  areas,  and  5.6  percent  for  rural 
hospitals.     The  table  attached  gives  a  full  picture  of  our  update 
factor  recoinmendations   (EXHIBIT  3)  . 

As  you  see,  the  update  factor  recommendations  combine  several 
components.     The  largest  is  the  PPS  market  basket.     Last  month, 
when  we  developed  our  recommendation,   it  was  forecast  to  increase 
5.7  percent  in  fiscal  year  1990.     Our  recommendation  also 
includes  a  positive  adjustment,   currently  estimated  at  0 . 6 
percent,  to  correct  for  underestimates  in  the  fiscal  year  1989 
market  basket  forecast.     We  have  also  recommended  technical 
changes  in  the  structure  of  the  market  basket.     These  technical 
changes  give  more  weight  to  hospital  industry  wages  than  the 
market  basket  currently  in  effect.     The  changes  thus  address  in 
some  measure  the  costs  hospitals  are  incurring  in  response  to  the 
shortage  of  nurses  and  other  skilled  personnel. 

It  is  the  Commission's  opinion  that  any  cost  increase  related  to 
scientific  and  technological  advancement  should  be  offset  by 
increases  in  hospital  productivity.     In  other  words,  new  and 
important  technologies  or  procedures  should  be  purchased  by 
hospitals  with  money  saved  by  encouraging  improved  productivity.  - 
Therefore,  we  recommended  a  net  0  percent  adjustment  for  these 
factors. 

A  negative  net  adjustment  is  recommended  for  case-mix  change. 
This  -0.7  percent  adjustment  is  to  offset  the  estimated  added 
revenues  that  hospitals  are  receiving  this  year  because  of  an 
increase  in  their  DRG  case-mix  indexes  that  was  not  related  to 
treating  sicker  patients.     As  I  have  indicated,  we  are  very 
concerned  about  case-mix  index  change.     Over  the  course  of  PPS, 
it  has  been  a  more  important  source  of  PPS  revenue  increases  than 
formal  annual  updates  in  payment  rates. 

Our  recommendation  also  includes  a  -0.8  percent  reduction  to  the 
standardized  amounts  for  urban  hospitals.     This  reduction  is  the 
final  portion  of  a  three-year  phased  lowering  of  the  rates  that 
was  previously  recommended  by  the  Commission.     It  accounts  in 
part  for  the  difference  between  actual  first  year  PPS  costs  and 
the  payment  rates  for  that  year.     No  reduction  is  applied  to  the 
rural  standardized  amounts  because  the  reduction  ProPAC 
originally  recommended  for  rural  hospitals  has  already  been 
incorporated  into  the  payment  rates. 

Finally,  we  have  recommended  a  higher  fiscal  year  1990  PPS  update 
for  urban  hospitals  in  MSAs  with  more  than  1  million  people.  We 
have  found  that  PPS  accounts  for  most,  but  not  all  of  the 
differences  in  costs  between  hospitals  in  large  urban  areas  and 
other  urban  areas.     We  believe  that  research  should  continue  to 
help  us  understand  why  costs  are  higher  in  hospitals  in  large 
urban  areas,  and  we  will  continue  to  review  this  area. 

Excluded  Hospital  Update  Factors 

For  hospitals  and  units  excluded  from  PPS,  we  have  recommended 
that  the  target  rate  of  increase  be  determined  separate  from  the 
PPS  update  factor.     We  believe  that  rehabilitation,  psychiatric 
and  long-term  facilities'  target  rate  of  increase  should  be  6.2 
percent  for  fiscal  year  1990  based  on  current  market  basket 
estimates.     This  reflects  the  increase  projected  in  these 
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hospitals'  market  basket,   including  a  correction  factor  for  the 
fiscal  year  1989  forecast  error.     We  believe  that  the  target  rate 
of  increase  for  children's  hospitals  should  reflect  the  projected 
rate  of  increase  for  the  PPS  market  basket,  also  corrected  for 
forecast  error,  or  6.3  percent. 

Other  Adjustments  to  the  Payment  Formula 

We  have  undertaken  major  studies  of  the  indirect  medical 
education  adjustment  and  outlier  payment  policy.     Analysis  will 
continue  in  both  of  these  important  areas  in  the  future. 

For  this  year,   ProPAC  is  proposing  to  lower  the  adjustment  to  the 
PPS  payment  formula  for  indirect  medical  education  from  7.7 
percent  to  6.6  percent.     We  further  recommend  returning  the 
savings  to  the  standardized  amounts  for  all  hospitals,  to  make 
this  change  budget  neutral. 

Our  analysis  this  year  used  third-year  PPS  Medicare  Cost  Report 
data  to  derive  an  empirical  estimate  of  the  relationship  between 
teaching  effort  and  Medicare  cost  per  case.     This  study  led  to  a 
teaching  estimate  of  4.4  percent.     However,   further  analysis 
revealed  that  reduction  of  the  medical  education  adjustment  from 
the  current  level  of  7.7  percent  to  4.4  percent  would  have  a 
dramatic  effect  on  payments  to  major  teaching  hospitals.  Concern 
about  the  overall  impact  of  precipitously  lowering  payments  to 
teaching  hospitals  led  the  Commission  to  recommend  that  for  this 
year,  only  one-third  of  the  total  reduction  implied  by  the 
current  estimate  of  4.4  percent  be  removed  from  the  adjustment. 
Thus  we  have  recommended  a  6.6  percent  adjustment  for  FY  1990. 

Before  proceeding  with  further  reductions  in  the  adjustment,  the 
Commission  believes  that  a  careful  reevaluation  is  necessary  of 
the  models,  the  analytical  results,  and  the  impact  such  changes 
have  on  the  financial  condition  of  teaching  hospitals.  The 
Commission  will  continue  its  work  in  this  area.     We  will 
undertake  a  thorough  analysis  to  examine  the  current  and 
alternative  methods  for  estimating  the  relationship  between 
teaching  effort  and  Medicare  cost  per  case.     We  will  also 
continue  to  assess  the  financial  impact  of  lowering  the  medical 
education  adjustment  on  teaching  hospitals  and  hospitals  that 
serve  a  high  proportion  of  low  income  patients. 

We  are  preparing  a  technical  report  which  describes  and  evaluates 
the  analytic  models  and  findings  related  to  our  analyses.  This 
report  will  also  discuss  further  analysis  relevant  to  the 
indirect  medical  education  adjustment.     The  report  will  be 
available  in  the  late  spring. 

Other  Important  Issues 

As  I  noted,  we  are  particularly  concerned  about  data  collection 
and  management.     We  recommend  several  changes  this  year 
reflecting  this  priority.     First,  we  strongly  urge  the  Secretary 
to  collect  more  current  data  on  hospital  wages  and  hours  of 
employment,  and  to  use  these  data  ♦-.o  update  the  wage  index  for 
1990.     We  believe  that  a  permanent  mechanism  should  be  developed 
for  obtaining  accurate  wage  data,  and  that  the  index  should  be 
updated  at  least  every  other  year.     We  continue  to  believe  that 
the  labor  market  areas,  within  which  the  wage  index  adjustments 
are  applied,  need  to  be  refined. 

We  reiterate  our  belief  that  the  Medicare  Cost  Report  is  a  vital 
source  of  information,  and  we  urge  the  Secretary  to  initiate 
developmental  work  that  will  facilitate  further  use  of  the  cost 
report  as  a  source  of  data  for  decision-making  purposes. 

We  propose  continued  evaluation  of  DRG  refinements  that  HCFA  has 
underway  in  several  research  settings,   including  recent  work  from 
a  contract  with  Yale  University.     We  find  preliminary  results 
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from  this  work  positive,  but  believe  that  much  remains  to  be 
done. 

Because  we  are  concerned  about  the  impact  of  PPS  and  the  PRO 
program  on  quality  of  care,  we  urge  the  Secretary  to  undertake  a 
comprehensive  synthesis,  analysis  and  evaluation  of  the  findings 
of  PRO  review  activities.     We  likewise  recommend  that  the 
Secretary  continue  a  comprehensive  research  and  policy  agenda  to 
address  the  financing  and  organizational  issues  of  rural  health 
care . 

In  response  to  congressional  mandates,  the  Commission  previews 
its  upcoming  April  report  on  a  prospective  payment  system  for 
ambulatory  surgical  procedures.     We  recommend  an  entirely 
prospective  payment  for  the  facility  component  of  hospital 
outpatient  surgery.     This  payment  should  result,  we  believe,  from 
a  blend  of  current  costs  and  rates,  and  be  updated  annually  like 
PPS  payments.     We  also  recommend  that  the  methodology  used  for 
calculating  the  Part  B  beneficiary  coinsurance  amount  for 
hospital  ambulatory  surgery  be  restructured  to  assure  that  it  is 
not  greater  than  the  2  0  percent  of  the  actual  payment  established 
by  Medicare  for  that  service.     V7e  will  be  testifying  on  this 
subject  in  detail  before  you  in  April,   I  believe. 

Conclusion 

At  the  end  of  five  years,   it  is  the  view  of  the  Commission  that 
PPS  has  met  many  of  its  goals.     The  rate  of  growth  in  Medicare's 
inpatient  expenditures  has  moderated.     In  recent  years,  however, 
hospital  margins  under  PPS  have  fallen  precipitously,  partly 
because  of  large  and  unexpected  cost  increases.     We  have  not 
found  evidence  of  substantial  or  systematic  changes  in  quality  of 
care  received  by  Medicare  hospital  patients  since  the 
implementation  of  PPS.     Nor  have  we  found  evidence  of  a  major 
reduction  in  the  diffusion  of  new  technology.     On  the  other  hand, 
we  have  witnessed  an  increasing  number  of  hospital  closures. 
ProPAC  is  currently  studying  this  trend.     Our  early  findings 
indicate  that  prior  to  closure  these  hospitals  tend  to  have  fewer 
admissions  and  lower  occupancy  rates  than  other  hospitals  of 
similar  size.     To  the  extent  that  hospitals  are  closing  because 
they  are  underutilized  or  have  long-standing  financial  problems, 
closure  is  appropriate,  expecially  when  there  are  other  hospitals 
in  the  area.     It  is  necessary,  however,  to  carefully  examine 
hospital  closures  and  to  maintain  access  to  needed  services  for 
Medicare  beneficiaries. 

These  and  other  vital  areas  need  much  more  research.     We  believe 
that  PPS  requires  even  more  careful  scrutiny  today  as  the 
financing  system  becomes  tighter.     We  also  need  to  devote 
additional  attention  to  the  linkage  between  services  furnished  in 
the  inpatient  setting  and  in  the  outpatient  and  ambulatory  care 
settings . 

In  some  sense,  we  are  really  at  the  beginning  of  PPS.     The  first 
five  years  were  needed  to  become  accustomed  to  the  system,  to 
make  some  basic  adjustments  and  correct  initial  errors.     Now  we 
are  in  a  position  to  observe  the  longer  term  impact  of  a  more 
tightly  controlled  payment  system  for  Medicare  than  has  ever 
existed.     We  at  ProPAC  are  anxious  to  help  the  Congress  and  the 
Secretary  as  we  enter  the  second  five  years  of  PPS,  and  will  be 
pleased  to  continue  to  assist  in  whatever  way  you  wish. 

I  would  be  pleased  to  answer  any  questions  you  or  the  members  of 
the  Subcommittee  may  have  at  this  time,  Mr.  Chairman. 
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EXHIBIT  III 


Estimated  PPS  Update  Factors  tor  Fiscal  Year  1990  Under  ProPAC 
Recommendations 

Total  Updata  Factor 

Average  update  factor    4.9% 

Large  urban   5.0 

Other  urban   4  5 

Rural   5.6 

Components  o*  ttie  Update  Factor  . 

Components  applied  to  all  hosoitals: 

RscaJ  year  1990  market  basket  forecast^    5.7% 

Correction  for  fiscal  year  1989  forecast  error^   0.6 

Components  of  discretionary  adiustment  factor 

Scientific  and  technological  advancement"  

Productivity'   

Total  discretionary  adjustment  factor   0.0 

Case-mix  change 

Total  ORG  case-mix  index  cnange   -3.0 

Real  ORG  case-mix  index  change    1.5 

Within-ORG  patient  complexity   0.8 

Net  adjustment  for  case-mix  change    -0.7 

Components  applied  to  urban  hosoitals  only: 

Third-year  phased  reduction  to  standardized  amounts 

Adjustment  for  large  urban  areas   -0.8 

Adjustment  for  other  urban  areas   -0.8 

Urban  population  differential 

Adjustment  for  large  urban  areas   0.2 

Adiustment  for  other  urban  areas   -0.3  

Tec**  o(  ProPAC-f«eofnmeno«a  PPS  mame*  DasKM  By  Dal*  H»»oofC««.  toe. 
~a«  m^nm  oasKM  toreeasi  us«o  l<x  in*  fiscal  ysar  1989  uooat*  was  5.4  percent.  The  most  recent  fiscal  year  1989  forecast  is  6  1  oefceni. 
T>>e  full  drtfafence  r*  not  aoiusied  Mcause  no  correction  is  maoe  for  erron  in  forecasting  hospital  irxJustiy  wages. 

'n  the  Commission's  luogmer^t.  the  aoded  costs  tor  saentitic  and  tecnnotagical  advancement  should  be  funded  by  increases  in  nospital 
oroductivtty.  There4o»e.  inese  eomoor>ents  ot  the  update  factor  sum  to  zero. 


I 


45 


Chairman  Stark.  Thank  you  Stu.  Going  back  on  the  broad  ap- 
proach to  the  prospective  payment  system,  it  seems  to  me  that  up 
until  now,  we  have  not  let  it  work. 

We  have  said  there  will  be  a  national  rate  and  yet  we've  post- 
poned going  to  a  national  rate.  And  we  have  said  we  won't  try  and 
bail  out  segments,  we  won't  do  special  things  for  inner-city  or 
teaching  hospitals. 

And,  as  you  so  aptly  observed,  the  Chair  had  to  eat  those  words 
every  one  of  the  4  years  we've  fussed  with  this  system. 

You've  also  said  that  if  I  pushed  you  that  you  wouldn't  go  to  a 
complete  line  item  utility-t3T5e  control  each  cost,  and  control 
each  

Mr.  Altman.  I  would  not  

Chairman  Stark.  Isn't  the  other  side  of  that  then,  that  we  have 
to  swallow  the  politically  distasteful  consequences  from  time  to 
time? 

And  that  is  that  some  hospitals  like  the  ones  you've  mentioned 
in  my  district  that's  Humana,  are  reaping  off  30  percent  profits. 
Mr.  Altman.  I  didn't  say  that. 
Chairman  Stark.  I  said  that. 

And  other  hospitals  are  closing  because  they  may  have  too  little 
occupancy.  Maybe  they  have  bad  management.  Maybe  they  have  a 
whole  host  of  problems. 

But  we  don't  let  that  happen.  We  come  in  at  the  last  minute  and 
adjust  and  fuss.  I  suspect  what  you're  saying  is  that  if  this  prospec- 
tive payment  system  is  going  to  work,  we  have  to  be  willing  to  face 
the  consequences,  and  those  may  result  in  the  loss  of  profit,  and  in 
some  hospitals  closing. 

If  we  don't  do  that,  the  system  is  just  going  to  go  along  not  work- 
ing very  well. 

Mr.  Altman.  Partly  I  said  that  the  other  thing  that  really  trou- 
bles me,  as  I  indicated,  is  the  roller  coaster  that  hospitals  have 
been  on. 

In  the  first  year  of  PPS,  hospitals  embarked  on  what  was  an  ex- 
traordinary belt  tightening.  We  saw  costs  actually  going  down. 

We  saw  much  tighter  controls.  We  saw  admissions  going  down. 
And  then  we  poured  literally  billions  of  extra  dollars  into  the 
system.  And  it's  hard  to  know  exactly  what  happened,  but  we  saw 
a  tremendous  jump  in  those  costs. 

Now  to  some  extent  it  was  maybe  that  they  felt  they  cut  too 
much.  But  to  another  extent,  I'm  sure  it  was  the  result  that  they 
found,  low  and  behold,  that  these  cost  cuts  were  painful. 

Hospital  administrators  will  tell  you  time  and  again  that  many 
of  the  decisions  are  not  made  by  them.  We  do  not  have  the  physi- 
cians under  the  same  pajnnent  system. 

We  have  JCAH  requirements  that  force  hospital  administrators 
to  do  things.  Mrs.  Johnson  indicated  a  lot  of  the  decisions  that  are 
made  by  hospital  administrators  are  not  within  their  power. 

The  other  thing  that  I  have  been  championing  lately,  we  have  to 
understand  that  our  hospital  industry  and  our  medical  care  system 
was  designed  in  the  fifties,  sixties  and  seventies. 

It  is  staffed  up  assuming,  quite  frankly,  low  wages.  And  low 
wages  of  highly  trained  nurses.  Now  nurses  are  getting  what  many 
of  us  believe  they  should  have  gotten  a  long  time  ago. 
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The  question  becomes  whether  we  can  both  have  the  old  staffing 
ratios  and  the  new  payments.  Now  to  ask  hospitals  overnight  

Chairman  Stark.  Haven't  staffing  ratios  actually  been  going  up 
as  fees  have  been  increasing? 

Mr.  Altman.  Now,  the  problem  on  the  hospital  administrator's 
side — to  ask  them  overnight  to  sort  of  adjust — they  can't  do  it. 

That  is  one  of  the  reasons  we  have  recommended  a  much  more 
modest  reduction.  And  in  fact,  if  you  really  added  up  all  the  num- 
bers we  are  recommending,  we  are  recommending  an  increase  in 
total  hospital  budgets  that  could  be  close  to  10  percent. 

The  ProPAC  recommendations,  we  believe,  are  fair.  They  are 
above  market  basket.  And  given  all  the  pressures  on  hospitals,  I  be- 
lieve they  are  fair. 

But  over  time,  we  have  to  see  those  staffing  ratios  change  or  else 
we  just,  in  fact,  are  gonna  write  15,  20  percent  a  year  increases  in 
checks. 

So  this  bigger  picture  is  there.  And  I'm  very  concerned  about 
this  kind  of  problem,  where  an  industry  sort  of  goes  up  and  down 
like  a  sine  curve.  It  doesn't  make  a  lot  of  sense  to  me. 

Chairman  Stark.  Thank  you. 

Mr.  Gradison. 

Mr.  Gradison.  Thank  you,  Mr.  Chairman. 

Dr.  Altman,  toward  the  end  of  your  statement,  you  summarize 
by  saying,  and  I  quote,  'Tn  some  sense,  we  are  really  at  the  begin- 
ning of  PPS." 

I  wonder  whether  the  reality  is  not  that  in  a  very  real  sense  we 
are  at  the  end  of  PPS.  In  these  annual  collisions  between  Medicare 
hospital  reimbursement  and  budget  pressures,  hospital  reimburse- 
ment loses  every  time.  We  know  that.  It  is  going  to  happen  again 
this  year.  It  is  just  a  question  of  degree. 

Don't  we  have  to  start  over  and  develop  some  new  strategy  for 
hospital  reimbursement  rather  than  trying  to  fine-tune  a  failing 
system? 

Mr.  Altman.  Mr.  Gradison,  I  personally  do  not  believe  the 
system  is  failing,  and  I  do  not  think  the  Commission  believes  the 
system  is  failing. 

The  CBO  estimates  are  that,  if  left  alone,  payments  to  hospitals 
will  go  up  by  13  percent.  Thirteen  percent.  The  Medicare  program 
is  the  largest  growth  item  in  the  whole  Federal  budget,  aside  from 
maybe  interest  on  the  debt.  When  we  talk  about  reductions,  we  are 
talking  about  reductions  from  very  big  increases. 

Now,  I  am  not  suggesting,  and  the  Commission  is  surely  not  sug- 
gesting, reductions  in  the  rate  of  increase  anywhere  near  the  Presi- 
dent's budget.  As  I  said,  my  quick  calculations  are  if  you  accepted 
the  ProPAC  estimates,  the  increases  would  be  above  10  percent  in 
terms  of  total  outflows  from  the  Medicare  trust  fund.  I  have  to  be- 
lieve that  given  the  amount  of  money  we  are  spending  in  total, 
that  should  be  adequate,  particularly  when  you  compare  our 
system  to  that  of  any  other  countries  in  the  world,  including  coun- 
tries that  do  not  do  a  bad  job. 

I  mean  in  terms  of  access,  if  you  compare  us  to  Canada,  there  are 
people  who  go  into  the  hospitals  as  often  as  we  do;  they  stay  there 
longer;  they  manage  to  come  out  as  often  as  our  people  do.  And 
somehow  they  are  able  to  do  it  for  substantially  lower  amounts  of 
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money.  Their  staffing  ratios  are  significantly  lower  than  ours.  They 
pay  their  people  somewhat  less. 

So  I  do  not  think  PPS  is  failing.  I  think  for  the  first  time  in  a 
long  time — maybe  before  Medicare  they  had  the  same  thing — hos- 
pitals are  faced  with  very  tight  budgets.  And  they  are  trying  to 
deal  with  it.  In  many  respects,  you  might  say  budgets  were  too 
tight.  That  is  why  we  are  recommending  a  little  easing. 

But  I  think  PPS  gives  some  good  incentives.  It  is  not  an  all-bad 
system. 

Mr.  Gradisox.  Well,  I  do  not  want  to  put  words  in  your  mouth.  I 
am  really  trying  to  understand  w^hat  you  are  sa\dng.  What  I  think 
I  hear  you  sa\i.ng  is  that  the  complaints  we  are  recei\dng  from  hos- 
pitals are  a  sign  that  the  system  is  working,  not  that  the  system  is 
failing.  Would  you  comment  on  that? 

Mr.  Altman.  Well,  you  know,  it  is  sort  of  easy  and  perhaps  flip- 
pant, in  ways,  to  talk  about  it  that  cost-based  reimbursement 
allows  all  this  inflation  to  go  on,  and  what  we  need  are  tough  con- 
straints and  people  to  meet  budgets  and  all  that  kind  of  stuff.  And. 
in  fact,  that  is  what  is  now  happening.  The  truth  of  the  matter  is 
that  no  one  likes  to  do  it. 

I  live  in  a  declining  industry — the  American  university.  We  have 
had  to  meet  declining  budgets  year  in  and  year  out  even  though 
our  tuition  has  continued  to  go  up  very  high.  We  have  had  to  pay 
ver>'  tough  prices. 

I  mean,  I  wish  average  academic  salaries  had  gone  up  nearly  as 
much  as  average  salaries  in  hospitals. 

I  do  not  like  where  we  are.  I  am  sure  the  president  of  our  univer- 
sity does  not  like  where  she  is. 

Yes.  I  think,  in  a  way,  hospitals  have  faced  it.  Now,  you  could 
argue  that  the  pressures  they  are  faced  with  are  too  tough,  and  we 
ought  to  leave  off  a  little  bit. 

Unfortunately,  the  choice  is  quite  simple.  That  is,  we  can  wander 
back  into  cost-based  reimbursement,  allow  the  system  to  pay  w^hat 
the  hospitals  say  they  need — and  I  am  sure  they  believe  what  they 
are  sa^-ing.  Or  we  can  establish  constraints,  and  once  you  establish 
constraints  you  are  implying  that  somebody  else  is  sa>'ing  they 
cannot  have  what  they  say  they  want.  Then  it  is  a  question  of  how 
tight  those  constraints  are. 

ProPAC  suggesting  that  the  constraints  are  a  little  too  tight  and 
we  should  let  off  a  little  bit,  but  we  are  not  suggesting  that  you 
should  just  open  up  your  hands  and  let  the  system  have  whatever 
the  system  wants. 

Mr.  Gradison.  One  final  question,  if  I  may,  Mr.  Chairman. 

Mr.  Altman,  are  you  concerned  about  the  possibility  that  if  we 
pay  more,  other  payers  are  just  simply  going  to  negotiate  for  lower 
payments  for  themselves  and  that  the  hospitals  will  not  collect 
more  monev  but  will  be  substituting  Federal  dollars  for  private  dol- 
lars? 

Mr.  Altman.  I  think  the  opposite  is  probably  what  is  happening. 
I  recently  gave  a  speech  to  250  treasurers  of  our  largest  corpora- 
tions. I  thanked  them  for  becoming  our  Government. 

I  think  we  have  asked  our  large  corporations  to  do  what  in  most 
other  countries  are  done  by  their  governments.  Our  large  corpora- 
tions now  pay  for  their  own  employees,  for  their  dependents,  for 
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the  uninsured,  for  shortfalls  in  Medicaid  and  Medicare.  They  did 
not  ask  for  this  honor.  Quite  frankly,  they  are  a  little  annoyed. 

So,  to  some  extent,  to  the  extent  that  it  substitutes,  I  do  not 
think  that  is  necessarily  a  bad  thing,  and  probably  gets  back  a 
little  closer  to  what  the  right  amount  is.  Our  American  corpora- 
tions— I  am  sure  you  know  this  better  than  I  do — are  more  than  a 
little  annoyed.  They  are  very  annoyed.  They  believe  they  are  being 
cost-shifted  against  very  substantially,  and  I  think  they  are  right. 

Mr.  Gradison.  Well,  I  do,  too.  That  is  why  I  was  wondering  if  we 
put  more  money  on  the  table,  with  the  present  frame  of  mind  of 
American  corporations,  they  are  not  going  to  come  back  and  say: 
We  have  been  overpaying  you  all  these  years. 

Mr.  Altman.  Oh,  I  suspect  they  would. 

Mr.  Gradison.  Since  you  are  getting  more  money  from  Medicare, 
we  want  lower  rates  for  the  folks  for  whom  we  are  paying.  And  if 
that  happens  to  any  large  extent,  the  hospitals  do  not  end  up  with 
any  more  money.  It  is  simply  that  more  comes  from  the  Federal 
Government,  less  from  the  corporations.  The  hospitals  are  still  in  a 
jam. 

I  am  not  predicting  that,  but  I  just  wonder  whether  that  is  not  a 
possibility.  And  would  that  not  be  consistent  with  the  attitude  that 
you've  run  into? 

Mr.  Altman.  Our  corporations  may  say  that.  I  do  not  think  they 
would  win.  It  is  interesting  to  talk  to  them.  I  mean,  they  think  of 
themselves  as  pretty  big,  particularly  our  very  big  corporations. 
But  when  it  comes  to  power  they  have  on  our  medical  care  system, 
they  are  not  all  that  big.  And  except  for  a  few  areas  where  one  or 
two  corporations  dominate,  they  can  say  anything  they  want.  But  I 
think  hospitals  faced  with  these  higher  costs  are  not  going  to  give 
them  back. 

Mr.  Gradison.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Mr.  Coyne. 

Mr.  Coyne.  Thank  you,  Mr.  Chairman. 

Mr.  Altman,  you  testified  that  we  continue  to  see  the  pattern  of 
hospital  closings,  and  that  among  the  hospitals  that  have  closed,  a 
majority  have  been  in  the  urban  areas. 

Mr.  Altman.  Yes,  sir. 

Mr.  Coyne.  Do  you  have  any  thoughts  about  why  that  is  the 
case? 

Mr.  Altman.  Well,  let  me  just  give  you  some  of  the  facts.  First  of 
all,  what  we  have  found  so  far— and  I  want  to  emphasize  this  is 
preliminary,  and  we  do  not  have  hospital-by-hospital  data — 96  per- 
cent of  the  closed  hospitals  had  fewer  than  200  beds.  Of  that,  while 
50.4  percent  of  the  closed  hospitals  were  in  rural  areas,  37  actually 
were  for  profit.  And  what  you  wound  up  with  is  that  within  the 
hospitals  with  200  beds  or  less,  the  urban  closure  rate  was  higher. 
The  reason  why  it  probably  was  higher  is  that  there  are  more  sub- 
stitutes available  in  urban  areas  than  in  rural  areas. 

But  as  has  been  pointed  out  today,  I  think  the  problem  of  access 
is  much  more  serious  in  rural  areas.  So  I  am  in  no  way  diminish- 
ing the  discussion  earlier  this  morning. 

An  urban  hospital  that  closes,  there  might  be  a  hospital  four 
blocks,  five  blocks  away,  or  something  like  that,  or  even  a  mile 
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away.  But  what  you  heard  this  morning  is  that  you  might  be  talk- 
ing about  50  miles  when  you  deal  with  rural  closures.  So  I  do  not 
want  to  overdo  that. 

But  also  what  our  data  shows  includes  things  like  most  of  the 
hospitals  that  have  closed  had  between  30  and  60  percent  fewer  ad- 
missions than  those  that  stayed  open,  for  the  same  size  hospital. 
Almost  50  percent  of  the  hospitals  that  closed  were  not  JCAH  ac- 
credited. So  you  are  dealing  with  quality;  you  are  dealing  with  ad- 
missions. The  costs  per  case  were  between  10  and  50  percent  higher 
in  those  that  closed  versus  those  that  stayed  open.  Closed  hospitals 
had  longer  lengths  of  stay. 

Actually,  what  is  quite  interesting,  when  hospital  administrators 
were  asked  why  they  closed,  less  than  one-half  of  those  interviewed 
cited  PPS  as  the  factor  related  to  the  closure.  In  other  words,  they 
are  facing  a  multitude  of  problems,  and  PPS  is  only  one  of  them. 

Interestingly  enough,  while  a  majority  of  the  closed  hospitals  had 
negative  PPS  margins,  actually  some  of  them  were  making  money 
on  Medicare.  The  problem  was  Medicare  by  itself  was  too  small  a 
percentage  of  their  base,  and  they  could  not  make  up  for  the  fact 
that  they  had  low  admissions,  many  of  their  people  were  on  Medic- 
aid, hospital  bills  were  not  being  paid,  and  so  they  could  not  bal- 
ance. As  we  indicated,  they  could  not  average. 

Medicare  alone  is  not  the  only  problem,  and  it  is  hard  for  me  to 
imagine,  unless  you  are  prepared  to  go  significantly  above  the 
urban  rates,  that  Medicare  alone  is  going  to  be  able  to  solve  that 
problem.  And  yet  the  problem  is  very  real,  and  it  is  multi-faceted. 
At  least,  that  is  what  these  numbers  indicate. 

Mr.  Coyne.  Do  you  have  any  statistics  that  indicate  the  percent- 
age of  profitable  hospitals? 

Mr.  Altman.  In  the  closures  or  in  total? 

Mr.  Coyne.  Total. 

Mr.  Altman.  Well,  the  numbers  I  have  before  me,  I  hasten  to 
say,  have  quickly  become  out  of  date  because  the  world  changes  so 
quickly,  as  Mrs.  Johnson  pointed  out. 

In  the  fourth  year  of  PPS,  which  would  be  1987,  we  had  46  per- 
cent with  negative  margins,  yet  17  percent  of  the  hospitals  still  had 
margins  in  the  90th  percentile,  which  were  above  20  percent. 

We  recently  saw  numbers  from  the  AAMC  looking  at  teaching 
hospitals,  and  they  showed  that,  on  average,  teaching  hospitals 
were  losing  money,  but  that  there  were  a  few  of  them  that  were 
making  more  than  30-percent  profit  margins. 

I  hesitate  to  give  you  the  exact  numbers  because  the  numbers  we 
have  are  really  out  of  date. 

Mr.  Coyne.  Could  you  provide  that? 

Mr.  Altman.  Yes,  definitely. 

Mr.  Coyne.  Thank  you. 

[The  information  of  Mr.  Altman  follows:] 
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The  table  below  indicates  the  percentile  distribution  of  PPS 
hospital  operating  margins,  as  well  as  the  percent  of  hospitals 
with  negative  margins,   for  the  first  four  years  of  PPS.  This 
table,  containing  preliminary  estimates,  will  be  updated  in 
ProPAC's  June  1989  report  to  Congress  PPS  and  the  American  Health 
Care  System. 


Table  Percentile  Distribution  of  PPS  Operating  Margins 

and  Percent  of  Hospitals  with  Negative  Margins 
for  the  First  Four  Years  of  PPS 


PPSl 

PPS2 

PPS  3 

PPS  4 

10th  Percentile 

-8.0 

"8.7 

-19.0 

-24.3 

25th  Percentile 

2.4 

2.2 

-4.8 

-9.5 

Median 

11.0 

10.6 

5.1 

1.6 

75th  Percentile 

17,5 

17.9 

13.2 

10.2 

90th  Percentile 

23.3 

24.3 

20.2 

17.8 

Percent  With  -r 

Negative  Mairgin 

19.0 

19.7 

33.6 

46.0 

Source:  Preliioinary  ProPAC  estimates  based  on  Medicare  Cost 
Report  data.  Excludes  hospitals  in  Maryland, 
New  Jersey,  Massachusetts,  and  New  York. 
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Chairman  Stark.  Mr.  Pickle. 

Mr.  Pickle.  Thank  you,  Mr.  Chairman. 

Mr.  Altman,  I  asked  earlier  of  other  witnesses,  and  I  will  ask 
you:  Do  you  have  data  to  show  why  these  rural  hospitals  are  being 
closed  now? 

Mr.  Altman.  Well,  again,  what  we  have  been  trying  to  do  is  look 
at  all  the  closures,  both  urban  and  rural,  look  at  the  admissions 
beforehand,  their  PPS  profit  margins,  the  quality  and  so  on.  And  I 
have  just  been  able  to  give  you  the  averages.  I  cannot  yet  give  you 
hospital  by  hospital.  We  hope  to  have  better  information  shortly. 

Mr.  Pickle.  Well,  I  would  ask  that  you  give  us  that  information. 
It  seems  to  me  that  it  ought  to  be  a  fact  known,  if,  indeed,  rural 
hospitals  are  having  to  operate  at  just  as  high  an  expense  level  as 
the  urban.  That  is  either  yes  or  no,  and  there  might  be  some  factor 
to  explain  why.  But  we  need  that. 

Now,  until  we  know  that,  it  seems  to  me  like  we  have  to  take 
somebody's  word.  The  rural  hospitals  tell  me  that  their  costs  are 
terrible  and  that  they  have  gone  up  and  that  they  cannot  compete. 
I  have  a  feeling  that  they  are  correct. 

I  am  trying  to  make  a  survey  in  my  district  of  it.  It  seems  to  me 
that  HHS  ought  to  go  into  this  with  some  speed  to  try  to  find  out 
just  exactly  what  are  the  facts  on  it. 

Mr.  Altman.  I  can  tell  you  what  we  do  know,  and  that  is,  if  you 
look  at  urban  and  rural  as  a  class,  there  is  a  40-percent  differential 
between  the  costs,  on  average,  of  urban  hospitals  and  rural  hospi- 
tals. Rural  hospitals  are  40-percent  lower  than  urban.  A  great  bulk 
of  the  difference  between  that,  however,  is  accounted  for  by  higher 
wages,  sicker  patients  in  urban  areas,  disproportionate  share  and 
so  on.  So  when  you  finally  squeeze  it  all  together,  there  is  a  14-per- 
cent differential  that  seems  to  continue  to  exist,  at  least  in  the 
standardized  amount. 

Our  information  suggests  that  the  costs  are  lower,  and  signifi- 
cantly lower. 

Mr.  Pickle.  Whatever  are  the  facts  that  would  base  your  deci- 
sion, we  need  to  know  that. 
Mr.  Altman.  Yes,  sir. 

Mr.  Pickle.  And  it  is  not  just  wages.  You  have  got  a  wage 

survey  

Mr.  Altman.  No,  this  is  total  cost. 

Mr.  Pickle.  It  is  total  cost. 

Mr.  Altman.  Total  cost,  yes,  sir. 

Mr.  Pickle.  And  we  need  to  know  that  as  a  matter  of  fact.  That 
ought  to  be  established  as  quick  as  possible. 

Now,  in  your  testimony,  you  recognize  the  fact  that  the  average 
PPS  margin  will  fall  below  zero  in  the  sixth  year  of  the  PPS. 

Mr.  Altman.  Yes,  sir. 

Mr.  Pickle.  That  is,  unless  hospitals  slow  down  the  rate  of  cost 
increases. 

Now,  what  sort  of  a  decision  would  a  hospital  have  to  make  to 
hold  down  these  increases  on  a  case-by-case  basis? 

Mr.  Altman.  Well,  you  know,  it  is  hard  for  me  to  sort  of  general- 
ize. As  a  matter  of  fact,  it  is  impossible.  Costs  run  right  through. 
The  big  hospitals  in  urban  areas  are  several  hundred  million  dollar 
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enterprises.  They  spend  a  lot  of  money  on  a  lot  of  things,  and  it  is 
not  all  on  patient  care. 

Mr.  Pickle.  Well,  let  me  put  it  differently  to  you,  then.  You  have 
just  stated  that  your  surveys  show  that  hospitals  that  were  closed, 
only  1  percent  of  them,  roughly — a  very  small  amount — say  that 
the  cause  for  closing  was  lack  of  reimbursement  from  Medicare. 

Mr.  Altman.  Yes. 

Mr.  Pickle.  Now,  every  newspaper  article  I  pick  up  in  my  State 
where  the  hospitals  have  closed,  it  says  ''Hospital  closed  because 
Medicare  reimbursement  is  insufficient."  That  is  the  headline;  that 
is  the  feeling  of  the  public.  I  am  wondering  is  that  the  case. 

Now,  you  are  saying  to  me  that  is  not  the  reason  they  list  to  you, 
or  your  facts  did  not  show  it,  and  the  question  that  comes  to  my 
mind  is:  If  they  are  being  reimbursed,  generally  at  the  right  level — 
the  PPS  level  is  approximately  correct — then  I  assume  you  are 
saying  that  the  hospitals  are  still  not  holding  their  costs  down;  and 
that  the  fault,  if  any — if  it  is  a  fault — is  that  the  hospitals  are  not 
cutting  out  a  lot  of  their  services.  And  it  is  not  the  reimbursement. 
It  is  the  fact  that  they  continue  to  give  services. 

Now,  is  that  correct  or  not  correct? 

Mr.  Altman.  No,  I  do  not  want  to  say  that.  What  I  said  was — 
first,  let  me  suggest  that  the  survey  that  I  quoted  was  done  by 
Mullner  and  Mayer,  one  in  1988  and  the  other  one  in  1987.  We  will 
make  that  survey  available  to  you.  [See  p.  54]. 

Mr.  Pickle.  All  right. 

Mr.  Altman.  Second,  what  I  was  trying  to  say  is  that  often,  not 
only  in  rural  hospitals  but  in  urban  hospitals — I  know  in  Massa- 
chusetts as  well  as  in  New  York — they  have  looked  to  Medicare  to 
make  money  to  counterbalance  lower  payments  for  uninsured  pa- 
tients. Medicaid  paying  at  60  and  70  cents  on  the  dollar,  and  a  vari- 
ety of  other  extra  costs.  So,  actually,  what  developed  was  Medicare 
as  the,  if  you  will — forgive  me — the  deeper  pocket.  Now,  when  that 
deeper  pocket  became  less  deep  and,  in  fact,  became  a  nonpocket 
and  they  faced  these  other  losses,  even  if  Medicare  paid  its  costs,  it 
was  not  enough  for  them. 

We  see  that  in  Massachusetts  today,  and  I  am  sure  it  is  much 
more  serious  in  rural  areas.  So  the  problem  often  is — and  cutting 
costs,  again,  a  hospital  needs  certain  staffing  ratios  in  order  to  stay 
open.  So  when  its  admissions  fall,  it  cannot  cut  its  costs. 

Several  of  you  have  suggested  maybe  what  we  need  is  not  a  hos- 
pital as  we  know  it,  some  kind  of  surgi-center,  some  kind  of  medi- 
cal care  that  is  less  than  a  hospital.  But  given  that  you  have  the 
hospital  open,  they  need  to  be  staffed  up  at  certain  ratios.  There- 
fore, if  their  admissions  are  not  up  to  a  level,  their  costs  like  they 
are  very  high,  but  they  are  not  being  inefficient. 

I  would  suspect  these  hospital  administrators  are  doing  every- 
thing they  can. 

Mr.  Pickle.  Well,  we  all  give  them  the  benefit  of  that  doubt,  and 
neither  one  of  us  wants  to  make  that  accusation.  But  if  reimburse- 
ment is  at  a  proper  level,  you  do  have  to  ask  that  question. 

You  have  testified  that  hospitals  continue  to  average  more  Medi- 
care revenue  per  case  than  the  costs  incurred.  You  just  got  through 
saying  that.  Now,  how  do  I  reconcile  that  to  my  hospitals  back  in 
my  district? 
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Mr.  Altman.  Well,  again,  I  was  referring  to  hospitals  in  large 
urban  areas  where,  in  fact.  Medicare — if  you  just  looked  at  Medi- 
care costs  and  Medicare  revenues,  were  generating  profitable  mar- 
gins until  this  year.  And  some  hospitals  continue  to  do  it.  Yet  those 
hospitals,  when  they  looked  at  their  total,  were  losing  money. 

Mr.  Pickle.  Well,  I  will  ask  you  once  more.  Give  this  committee 
your  judgment,  representing  the  agency:  What  are  the  costs  for 
these  rural  hospitals? 

Mr.  Altman.  Yes,  sir. 

Mr.  Pickle.  Either  that  directly  or  vis-a-vis  the  urban  hospitals. 
We  need  to  know  that  as  a  fact.  If  the  costs  are  just  the  same,  then 
that  differential  ought  to  be  closed.  You  could  not  justify  doing  it 
differently  if  the  facts  show  that.  So  we  need  to  establish  those 
facts,  and  we  need  to  establish  them  as  quickly  as  we  can,  it  would 
seem  to  me. 

Mr.  Altman.  Well,  let  me  make  a  case  for  the  possibility  of 
paying  them  more  than  their  costs.  I  mean,  I  personally  can  see 
some  justification  under  Medicare  for  paying  certain  rural  hospi- 
tals more  than  their  costs,  because  we  need  them  for  access  and  ad- 
missions. And  just  looking  at  Medicare  costs  is  too  narrow. 

I  think  you  can  make  the  case  for  higher  than  their  costs.  The 
question  is:  Can  it  be  any  number?  It  is  at  that  point  that  the 
answer  is  probably  no. 

I  think  you  are  going  to  need  to  pay  under  Medicare  more  than 
their  costs  in  order  to  keep  these  institutions  open. 

Mr.  Pickle.  Well,  then,  why  aren't  the  rural  hospital  beds  filled? 

Mr.  Altman.  I  do  not  know. 

Mr.  Pickle.  That  is  the  question. 

I  had  a  hospital  close  in  my  district,  and  at  the  time  it  was 
closed,  there  were  four  beds  filled,  it  was  a  small  hospital.  I  only 
think  it  had  about  25,  but  four  beds  were  filled.  No  hospital  can 
stay  open.  They  closed  a  hospital  in  my  city  last  week,  and  the 
headlines  says,  "Hospital  closed  because  reimbursement  inad- 
equate." 

Now,  the  organization  which  controls  that  hospital  closed  it  be- 
cause the  costs  were  too  high.  They  were  not  making  any  money.  It 
was  not  being  filled,  and  they  are  going  to  convert  it  to  a  different 
use  type  hospital 

Mr.  Altman.  Right. 

Mr.  Pickle.  Presumably  for  a  lot  of  other  medical  purposes.  But 
the  public  is  being  told  it  was  caused  by  Medicare  itself.  Now,  that 
is  not  correct. 

Mr.  Altman.  That  is  right.  It  is  not  correct. 

Mr.  Pickle.  Somehow  we  have  got  to  try  to  establish  that. 

Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Mrs.  Johnson. 

Mrs.  Johnson.  Thank  you,  Mr.  Chairman. 

Thank  you  for  your  testimony,  Dr.  Altman. 

[The  following  was  subsequently  received:] 
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Trends  in  Hospital  Closures^ 

Information  on  hospital  closures  has  sparked 
continued  debate  over  the  need  for  downsizing  the 
industry  while  maintaining  access  to  care.  Com- 
munity hospital  closures  totaled  343  for  the  period 
1980  through  1987.  Although  there  has  been  dis- 
agreement about  the  actual  number  of  closures, 
according  to  the  AHA  some  81  community  hospi- 
tals closed  in  1988,  a  1.3  percent  increase  since 
1987.  While  the  number  of  closures  has  increased, 
the  reduction  in  the  number  of  beds  has  been 
partially  offset  by  hospital  openings.  During  1988, 
44  new  hospitals  opened."^ 

Small  hospitals  have  dominated  the  number  of 
facilities  that  closed.  Ninety-six  percent  of  closed 


hospitals  had  fewer  than  200  beds;  most,  in  fact, 
had  fewer  than  50  beds  (see  Table  4-10).  Even 
though  two-thirds  of  open  hospitals  with  fewer 
than  200  beds  were  rural,  only  50  percent  of 
closed  hospitals  were  rural. '°  The  proponion  of 
closed  hospitals  in  rural  areas  has  increased  stead- 
ily since  1983.  At  the  same  time,  the  proportion  of 
closed  hospitals  in  lar^e  metropolitan  areas  has 
been  declining. 

The  characteristics  of  most  hospitals  that  closed 
differ  from  comparable  facilities  that  remained 
open.  Fewer  than  47  percent  of  closed  hospitals 
were  accredited  by  the  Joint  Commission  for  the 
Accreditation  of  Health  Care  Organizations 
(JCAHCO),  compared  with  66  percent  of  open 


Table  4-10.  Characteristics  of  Open  and  Closed  Hospitals 

Closed  Hospitals  (1960-1987)   Open  Hospitals  (1964)  

Fewer  Than  200  Beds 

  '  All  All  All  Urban  Rural 


ToUl  numl>er  of  hospital*  reporting         248  5,524  3,775  1,302  2,473 


Size 


6-24  beds 

18.1% 

3.6% 

5.5% 

1.9% 

7  4% 

24-49  beds 

36.7 

16.6 

24.9 

11,5 

323 

50-99  beds 

26.2 

24.1 

34.6 

31  8 

36.1 

100-199  beds 

14.9 

24.1 

35.0 

54  7 

24  2 

200-299  beds 

2.4 

13.0 

300+  beds 

1.6 

18.6 

Ownerihip 

Public 

21.8 

29.1 

35.8 

18.4 

45.0 

Private,  nonprofit 

41.1 

57.3 

48.2 

53.1 

45.7 

Proprietary 

37.0 

13.5 

16.0 

28.5 

9.3 

Community  type 

Non-MSA 

50.4 

48.0 

65.5 

100.0 

MSA  <2.5  million  people 

31.5 

41.6 

29.0 

84.2 

MSA  >2.5  million  people 

18.1 

10.4 

55 

15  8 

C«nsu*  division 

New  England 

1.2 

4.4 

35 

4  5 

3.0 

Middle  Atlantic 

9.7 

10.3 

56 

10.0 

3.3 

South  Atlantic 

7.3 

14.4 

13.0 

14  1 

12.3 

East  North  Central 

14.1 

15.2 

132 

14.1 

12.8 

East  South  Central 

5.6 

87 

10.0 

6.2 

11.9 

West  North  Central 

10.9 

13.5 

17  1 

59 

22.9 

West  South  Central 

29.8 

14.0 

16.5 

15,7 

169 

Mountain 

4.4 

6.4 

75 

3.4 

97 

Pacific 

16.9 

12.0 

124 

23.5 

6.6 

Teaching  affiliation 

3.2 

15.6 

20 

4  5 

0.6 

Accreditation 

468 

75.1 

556 

797 

582 

Nol«:  0*  in«  )43  hoipilaii  inal  cIomm  fr 

om  1980  through  19*7.  lh«  Ame 

■cralion  A/inu«J  Suix 

ly  nao  complete  < 

data  '..-iiy  to 

SOURCE    An«jyii»  of  American  nospiiai  As$oci«lion  AnnuaJ  Suivwy  daia  lor  ProPAC  by  jacn  H»<jl«y,  Ph  0 
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hospitals  with  fewer  than  200  beds.  In  addition, 
ver>'  few  closed  hospitals  had  residency  training 
programs  approved  by  the  Amencan  Medical  As- 
sociation (AMA).  Funher.  16  percent  of  open 
hospitals  with  fewer  than  200  beds  were  for-profit, 
compared  with  37  percent  of  closed  hospitals. 
Closed  hospitals  were  also  much  less  likely  to  be 
government-owned  hospitals. 

Compared  to  open  hospitals  with  200  or  fewer 
beds  in  the  same  year,  hospitals  that  closed  be- 
tween 1983  and  1987  had  substantially  higher 
costs,  with  average  costs  21  percent  to  51  percent 
higher  than  open  hospitals  (see  Table  4-11).  Low 
occupancy  and  declining  admissions  appear  to  be 
associated  with  closed  hospitals'  relatively  poor 
cost  experience.  Compared  with  open  hospitals, 
admissions  ranged  from  31  percent  to  61  percent 


lower,  while  average  occupancy  ranged  from  17 
percent  to  38  percent  lower.  Higher  costs,  lower 
occupancy,  and  lower  admissions  among  closed 
hospitals  were  evident  as  early  as  1980. 

Average  length  of  stay  was  consistently  longer  in 
closed  hospitals  in  the  year  before  closure,  ranging 
from  3  percent  to  26  percent  higher  than  length  of 
stay  for  open  hospitals.  Consistent  with  their  higher 
average  costs  per  case,  closed  hospitals  seemed  to 
employ  substantially  more  personnel  per  admission 
than  open  hospitals.  PTEs  per  admission  in  closed 
hospitals  ranged  from  12  percent  to  40  percent 
higher  than  PTEs  per  admission  in  open  hospitals. 
The  proportion  of  Medicare  patients  varied  from  7 
percent  more  to  25  percent  less  in  hospitals  that 
closed  compared  to  open  hospitals  with  less  than 
200  beds. 


Table  4-11.  Comparison  of  Selected  Characteristics  for  Closed  Versus  Open 
Hospitals  with  Fewer  Than  200  Beds 

Year  of  Oosure 


1987 

1986 

1985 

1984 

1983 

Admissions 

One  year  before  closure 

-31% 

-61% 

-35% 

-49% 

Two  years  before  closure 

-35 

-59 

-38 

-54 

-22% 

in  1980 

-28 

-43 

-24 

-48 

•16 

Occupancy 

One  year  before  closure 

-28 

-38 

-22 

-30 

-17 

Two  years  before  closure 

-27 

-30 

-15 

-17 

•19 

in  1960 

-7 

-22 

-16 

-9 

•13 

Cosi  per  case 

One  year  before  closure 

21 

10 

45 

29 

51 

Two  years  before  closure 

7 

14 

25 

21 

39 

in  1980 

11 

5 

19 

15 

36 

Average  length  of  stay 

One  year  before  closure 

26 

5 

22 

4 

3 

Two  years  before  closure 

11 

15 

7 

22 

5 

In  1980 

6 

4 

16 

21 

9 

PTEs  per  admission 

One  year  before  closure 

23 

12 

32 

40 

26 

Two  years  before  closure 

14 

37 

21 

25 

23 

In  1980 

13 

16 

32 

10 

21 

Percent  Medicare  discharges 

One  year  before  closure 

1 

1 

7 

18 

-25 

Two  years  before  closure 

6 

4 

-6 

5 

-18 

In  1980 

8 

-1 

-20 

Payroll  cost  as  percent  of  total  costs 

One  year  before  closure 

-5 

-2 

-3 

10 

-1 

Two  years  before  closure 

•10 

-2 

4 

-1 

In  1980 

-2 

-4 

3 

5 

-5 
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Analysis  of  PPS  margins  for  closed  hospitals 
indicates  that  a  majority  had  negative  PPS  margins 
for  one  or  more  years  before  closure."  PPS  mar- 
gins for  these  hospitals  tended  to  be  among  the 
lowest  in  the  distribution  across  all  hospitals.  How- 
ever, not  all  closed  hospitals  had  negative  PPS 
margins;  some  had  sizable  PPS  margins  even  up  to 
the  year  prior  to  closure.  For  these  hospitals,  other 
factors  like  overall  financial  status,  ownership  sta- 
tus, and  competition  may  have  contnbuted  to  the 
closure. 

Competitive  pressures,  such  as  low  occupancy 
and  the  availability  of  other  hospitals  in  the  county, 
are  associated  with  closure.  Closed  hospitals  were 
in  counties  with  almost  twice  as  many  hospital 
beds  as  comparable  open  hospitals.'"  In  addition, 
the  counties  in  which  closed  hospitals  were  located 
had,  on  average,  2.5  other  hospitals  compared  with 
1.8  in  similar  counties  where  no  closures  occurred 

Administrators  from  rural  hospitals  that  closed 
in  1987  cite  many  factors  contributing  to  closure." 
These  include  fewer  admissions,  fewer  days  of 
care,  annual  operating  losses,  competition  from 
other  hospitals,  and  reduced  size  of  medical  staff. 
Although  PPS  was  among  the  many  factors  cited, 
it  was  reported  by  fewer  than  half  of  the  admini- 
strators. 

Clearly,  data  analysis  and  anecdotal  reports  indi- 
cate that  declining  utilization  plays  an  important 
role  in  hospital  closures.  Competition  from  other 
hospitals,  coupled  with  the  more  stringent  payment 
environment  of  the  mid-1980s,  may  have  been  a 
dominant  reason  for  the  recent  increase  in  clo- 
sures. There  is  concern  that  Medicare  PPS  policies 
may  have  contnbuted  to  the  closure  of  some  effi- 
cient hospitals  and  that  some  of  the  closed  hospi- 
tals, regardless  of  their  efficiency,  may  have  served 
patients  with  no  ready  alternative  sources  of  care. 
Future  ProPAC  study  will  focus  on  defining  how 
and  where  access  to  care  is  affected,  and  what  can 
be  done  in  such  situations. 
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sure (Chicago.  IL:  Amencan  Hospital  Associ- 
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Table  5-8.  Average  Fourth-Year  PPS  Medicare 

Operating  Costs  per  Case,  by  Hospital 
Group 


Average 

Percentage  Difference 

Costs 

from  Average  Costs  per 

Hospital  Group 

per  Case 

Case  for  All  Hospitals 

All  hospitals 

$4,004 

_ 

Urban 

4,427 

10.6% 

Rural 

2,684 

-33.0 

MSA  >  1  million 

4,862 

21.4 

Other  urban 

3,976 

-0.7 

Rural  referral 

3,156 

-21.2 

Sole  community 

2,952 

-26.3 

Other  rural 

2,434 

-39.2 

Major  teaching 

6,133 

53.2 

Other  teaching 

4,539 

13.4 

Non-teaching 

3,444 

-14.0 

Disproportionate  share: 

MSA  >1  million 

5,314 

32.7 

Other  urban 

4,064 

1.5 

Rural 

2.232 

-44.3 

Non-disproportionate  share 

3,793 

-5.3 

New  England 

4,377 

9.3 

Middle  Atlantic 

4,258 

6.3 

South  Atlantic 

3,789 

-5.4 

East  North  Central 

4,215 

5.3 

East  South  Central 

3,065 

-23.5 

West  North  Central 

3.624 

-9.5 

West  South  Central 

3,563 

-11.0 

Mountain 

3,773 

-5.8 

Pacific 

4,844 

21.0 

Urban  <100  beds 

3,494 

-12.7 

Urban  100-249  beds 

4.049 

1.1 

Urban  250-404  beds 

4.367 

9.1 

Urban  405-684  beds 

4.807 

20.1 

Urban  685+  beds 

5.491 

37.1 

Rural  <  50  beds 

2,199 

-45.1 

Rural  50-99  beds 

2,425 

-39.4 

Rural  100-169  beds 

2,752 

-31.3 

Rural  170+  beds 

3,169 

-20.9 

Voluntary 

4,127 

3.1 

Proprietary 

3,840 

-4.1 

Urbcin  government 

4,436 

10.8 

Rural  government 

2,485 

-37.9 

No*e:  Excludes  hospftaJs  in  Ma/yland  and  New  Jereey. 


SOUFC&  PtoPAC  eaimalei  based  on  Medicare  Cost  Report  data  from  the  Health 
Ca/e  Financing  Admmistralton. 


From:  Prospective  Payment  Assessment  Commission,  Medicare 
Prospective  Payment  and  the  American  Health  Care  System, 
Report  to  the  Congress,  June  1989,  p.  133. 
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Mrs.  Johnson.  On  page  8  of  your  testimony,  you  make  the 
statement  that,  "It  is  the  Commission's  opinion  that  any  cost  in- 
crease related  to  scientific  and  technological  advancement  should  be 
offset  by  increases  in  hospital  productivity." 

Now,  I  find  that  statement  very  hard  to  understand  in  the  con- 
text of  the  experience  of  my  hospitals.  For  example,  if  you  have  to 
use  more  sophisticated  drugs — a  scientific  advancement — and  they 
are  more  expensive,  there  is  no  offset  in  productivity.  . 

Now,  you  could  say  that  perhaps  in  the  case  of  the  heart  injec-  j 
tion  you  would  get  the  patient  off  to  a  better  start.  Maybe  you  do 
not  have  to  keep  them  in  the  hospital  as  long.  But  I  cannot  imag- 
ine that  every  scientific  or  technological  advancement  can  create 
increased  productivity  and  reduce  costs.  Certainly,  ultrasounds  do  j 
not  do  that.  It  enables  us  to  function  at  a  higher  standard  of  care,  i 
but  I  do  not  see  how  they  create  increased  productivity  and  reduce  J 
costs.  You  are  implying  here  that  as  hospitals  use  better  equip-  | 
ment,  it  costs  you  less  per  unit — sort  of  like  manufacturing. 

Mr.  Altman.  I  am  sorry  if  that  sentence  left  that  impression.  We 
were  talking  not  patient  by  patient.  We  were  talking  about  hospi- 
tal by  hospital  and  system  by  system. 

Mrs.  Johnson.  But  your  second  sentence,  right,  goes  on  to  say 
system  by  system,  but  on  what  basis  do  you  make  the  statement 
''new  and  important  technologies  or  procedures  should  be  pur-  i 
chased  by  hospitals  with  money  saved  by  encouraging  improved  ■ 
productivity"?  j 

Mr.  Altman.  First,  let  me  make  the  distinction  between  two 
types  of  technology  improvement.  To  the  extent  that  we  move 
higher  cost  technologies  into  higher  DRG's,  hospitals  will  be  paid 
more.  To  the  extent  that  over  time  a  particular  procedure  or  a  par- 
ticular diagnosis  is  treated  by  more  complicated  procedures,  the 
system  will  respond  by  putting  a  higher  weight  to  that  particular 
diagnosis,  and  that  DRG  reimbursement  will  go  up.  i 

What  we  are  talking  about  here,  or  what  I  was  talking  about,  is  l 
in  the  short  period  of  time  there  are  in  every  year  new  technol- 
ogies that  come  on  line  that  are  not  adequately  reimbursed  by  a 
higher  DRG.  We  estimate  that,  on  average,  that  is  around  0.5  per- 
cent. That  is  what  it  turns  out  to  be.  We  have  calculated  procedure 
by  procedure  for  the  last  3  years,  and  we  have  added  it  up.  It  aver- 
ages around  a  half  a  percent  for  the  system  as  a  whole. 

What  we  are  saying  is  that  every  industry  should  be  faced  with 
economic  pressures  to  become  more  efficient,  on  average,  and  that 
the  industry  as  a  whole  ought  to  be  able,  on  average,  to  be  0.5  per- 
cent more  efficient,  not  patient  by  patient.  So  that  if  everything 
else  was  paid  for  adequately,  what  we  are  talking  about  is  that  half 
a  percent  balancing  out. 

In  the  beginning,  we  used  to  think  it  was  at  IV2  to  2  percent.  In 
fact,  we  found  out  that  this  new  technology  that  is  not  reimbursed 
is  closer  to  a  half  a  percent.  So  that  is  what  it  is. 

Mrs.  Johnson.  You  made  the  statement  assuming  everything 
else  is  reimbursed  adequately.  When  you  look  at  Medicaid  reim- 
bursements, it  is  an  assumption  that  you  cannot  make.  So  that  is  a 
bigger  discussion,  but  I  have  a  better  understanding  of  why  you  | 
made  that  statement.  i 

Mr.  Altman.  Yes.  And  I  apologize  for  not  making  it  clearer.  i 
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Mrs.  Johnson.  All  right.  It  deserves  more  attention,  though, 
than  we  are  giving  it  here,  because  while  it  may  be  true,  grossly, 
nationally,  it  is  one  of  those  statistics  that  could  kill  a  small  hospi- 
tal. 

Mr.  Altman.  Yes. 

Mrs.  Johnson.  And  in  a  small  hospital,  it  is  inapplicable.  But  I 
want  to  move  on  to  something  else. 

You  mentioned  that  within  the  system  there  is  tremendous  vari- 
ation— an  important  statement — and  that  there  are  hospitals  that 
are  experiencing  30-percent  profit  margins.  Now,  recognizing  that 
you  do  not  want  to  get  into  a  line  item  regulatory  mechanism — and 
I  agree  with  you  on  that — nonetheless  have  you  looked  into  why 
these  hospitals  are  able  to  make  a  30-percent  profit? 

Mr.  Altman.  We  are  in  the  process  of  looking  at  that,  not  so 
much  to  pin  blame  on  any  one  hospital,  but  to  decide  whether 
there  is  any  part  of  the  system  that  is  out  of  whack. 

But  it  is  possible  for  hospitals  that  have  very  high  occupancy 
rates,  that  are  receiving  large  teaching  adjustments,  that  are  in 
certain  areas  of  the  country  and  receive  other  payments  that  are 
added  on  and  added  on,  and  have  kept  their  Medicare  costs  lower, 
to  wind  up  with  these  20-  to  30-percent  margins.  And  in  and  of 
itself,  as  I  said,  it  may  not  be  anything  wrong  with  the  system;  it 
just  may  be  that  they  have  managed  to  benefit  from  all  the  posi- 
tives and  not  been  hit  by  any  of  the  negatives. 

Mrs.  Johnson.  I  am  not  at  all  implying  that  it  is  either  good  or 
bad  that  the  hospital  is  able  to  benefit  from  the  system.  I  do  not 
think  we  can  make  any  judgments.  But  I  think  that  as  policy-set- 
ters, we  must  know  exactly  why  some  are  able  to  function  this 
way,  before  we  go  on  pressing  on  the  generic  costs  as  the  primary 
lever  we  use  to  produce  efficiency  or  productivity  or  whatever  you 
want  to  call  it.  In  contrast  to  the  30  percent  that  are  making  prof- 
its are  25  percent  that  we  know  are  in  desperate  shape,  and  now 
more  than  50  percent  are  losing  money  every  time  a  Medicare  pa- 
tient crosses  a  threshold. 

So  I  think  this  is  a  major  issue,  and  until  we  can  understand  con- 
cretely that  situation  better,  I  do  not  see  how  we  can  endanger  the 
hospitals  at  the  other  end  of  the  spectrum.  We  can  say  to  them: 
You,  too,  could  be  profitable  if  you  would  only  modernize  or  what- 
ever. Then  we  would  be  on  firmer  ground.  We  cannot  say  that,  and 
we  see  desperately  needed  hospitals  closing.  I  think  that  is  some- 
thing that  we  have  to  do  a  better  job  on.  I  do  not  think  we  can  do  it 
right  now.  Would  you  like  to  comment. 

Mr.  Altman.  One,  I  would  like  Dr.  Young  to  perhaps  comment, 
because  one  of  the  issues  that  I  think  we  should  put  on  the  table 
are  differences  in  practice  patterns,  many  of  which  hospitals  ad- 
ministrators, if  you  get  them  on  the  side,  are  quite  frustrated  with. 

Don,  do  you  want  to  address  that? 

Dr.  Young.  We  are  attempting  to  understand  that  better.  I  think 
that  is  a  fundamental  question  that  you  raise. 

We  know,  for  example,  if  you  look  at  the  frequency  with  which 
hospitals  do  major  surgical  procedures,  in  those  that  do  them  infre- 
quently, they  cost  far  more  than  in  those  that  do  them  frequently. 
We  also  know  from  a  quality  of  care  point  of  view  that  hospitals 
that  do  them  infrequently  do  not  do  them  nearly  as  well.  Mortality 
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and  complications  are  much  higher.  So  one  explanation  is  the  fre- 
quency and  the  efficiency  with  which  hospitals  do  major  surgical 
procedures. 

Another  variable  that  we  have  looked  at  is  the  use  of  intensive 
care  units. 

Mrs.  Johnson.  Excuse  me  just  for  a  moment.  Do  you  have  reason 
to  believe  that  the  hospitals  with  positive  margins  are  hospitals 
that,  indeed,  do  not  try  to  do  procedures  that  they  do  not  do  often? 

Dr.  Young.  We  know  our  analysis  to  this  point  has  looked  at 
their  likelihood  of  generating  a  profit  on  an  individual  case.  Their 
likelihood  of  generating  a  profit  on  an  individual  case  is  much 
larger  if  they  do  the  procedure  frequently  than  it  is  if  they  do  the 
procedure  infrequently.  And  that  is  true  across  a  number  of  major 
surgical  procedures  we  have  examined. 

Mr.  Altman.  Unfortunately,  that  argues  for  more  concentration 
of  these  complicated  procedures  in  fewer  institutions.  And,  in  fact, 
we  have  seen  the  opposite  happening.  We  have  seen  a  diffusion  out 
rather  than  a  concentration,  against  what  we  expected  from  the 
PPS  incentives. 

Mrs.  Johnson.  But  in  order  to  make  policy  decisions,  we  have  to 
know  whether  those  decisions  are  being  better  made  in  this  30  per- 
cent with  a  positive  margin.  One  of  the  ways  that  some  of  us  sus- 
pect those  decisions  are  jbeing  made  is  that  those  hospitals  have  a 
better  mechanism  for  not  accepting  complex  Medicare  patients. 

Now,  I  do  not  know  that  that  is  true.  There  has  just  been  some 
speculation  in  that  regard.  Do  you  have  any  reason  to  believe  that 
some  of  the  hospitals  that  have  positive  margins  are  also  hospitals 
that  have  very  tight  policies  and  steer  complex  Medicare  patients 
to  other  facilities? 

Mr.  Altman.  We  do  not  have  evidence  on  that,  but  I  will  tell  you 
this:  Some  of  the  hospitals  that  have  high  profit  margins  are  insti- 
tutions that  treat  our  most  complex  patients. 

Mrs.  Johnson.  Well,  I  would  appreciate  it  if  you  could  help  us 
look  at  this  particular  issue  in  the  next  month. 

Mr.  Altman.  You  are  absolutely  right,  and  we  will. 

Mrs.  Johnson.  We  have  really  got  to  get  a  better  handle  on  it. 

Mr.  Altman.  We  will  try  to  provide  you  everything  we  have. 

Mrs.  Johnson.  Secondly,  you  make  the  statement  that  because  of 
the  experience  that  Canada  has  had  with  its  health  care  system 
that  we  are  able  to  say  PPS  is  at  the  beginning  rather  than  at  the 
end.  The  Canadian  system,  as  compared  to  our  system  has  marked- 
ly different  costs  for  hospital  stays.  The  implication  is  that  Canadi- 
an hospitals  provide  less  intensive  care  than  do  American  hospi- 
tals, and  I  have  discussed  this  with  you  all  before. 

Do  we  know  anything  about  how  the  Canadians  control  intensity 
of  care?  Do  we  know  how  they  make  the  decision  when  to  buy  new 
equipment — which  has  a  lot  to  do  with  intensity — do  we  know  how 
they  regulate  staffing  patterns  to  keep  the  ratio  of  specialized  per- 
sonnel down? 

What  can  you  tell  us  about  the  quality  issue,  the  judgments  as  to 
access  to  quality  and  other  decisions  that  are  being  made  by  the 
Canadians,  so  that  they  can  keep  the  costs  of  their  hospitalizations 
down? 
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Mr.  Altman.  Unfortunately,  I  think  you  have  hit  on  a  whole 
series  of  questions  and  we  need  to  know  more  answers. 

By  the  way,  let  me  emphasize,  I  am  not  suggesting  that  over- 
night the  U.S.  system  should  become  the  Canadian  system.  On  the 
other  hand,  I  am  suggesting  that  there  is  more  than  one  way  of 
doing  things.  And  just  because  we  are  being  told  that  our  system 
needs  more  money  and  this  implies  that  this  is  the  only  way  to  do 
it,  the  truth  is  that  in  anything  we  do  there  are  opposite  ways.  And 
on  any  chart  you  look  at,  we  are  off  the  chart.  In  any  international 
comparison,  even  accounting  for  our  higher  income  and  accounting 
for  everything  else,  we  are  off  the  chart.  It  is  not  that  we  want  to 
substitute  their  system  for  ours,  but  it  does,  at  least  in  my  mind, 
suggest  that  we  have  to  ask  tough  questions,  and  they  are  exactly 
the  questions  you  are  asking. 

I  am  working  with  several  large  foundations  that  are  prepared  to 
put  very  sizable  amounts  of  money  into  answering  just  the  ques- 
tions you  have  raised.  The  information  that  is  beginning  to  come 
out  by  researchers  suggests  that  some  of  the  shibboleths — poor 
quality,  people  not  getting  good  care,  not  getting  high-tech — are 
not  true. 

Now,  what  we  do  not  know  are  the  questions  you  raised.  They 
are  very  good  questions,  and  as  a  matter  of  fact,  I  am  going  to  be 
working  very  closely  over  the  next  year  in  my  research  path  to  try 
to  find  answers  to  that.  Because  I  am  not  sure  there  is  a  magic 
bullet  there,  but  at  least  it  is  the  kind  of  information  that  says  we 
cannot  just  accept  what  we  have  as  the  only  way.  And  that  is  all  I 
am  raising. 

Chairman  Stark.  I  will  recognize,  at  this  point,  Mr.  Levin,  and 
the  members  can  come  around  for  a  second  time  if  we  do  not  get 
all  our  questioning  done  in  the  first  round. 

Mr.  Levin.  Thank  you,  Mr.  Chairman. 

As  always,  it  is  illuminating  to  hear  from  you.  Let  us  just  spend 
1  minute  or  2  placing  your  testimony  in  I  guess  the  most  important 
context  we  are  facing,  and  that  is  the  budget.  While  you  say  that 
you  do  not  draft  these  specifically  taking  into  account  the  need  to 
reduce  the  deficit,  you  have  knowledge  of  the  general  picture. 

The  President's  budget  proposal  would  reduce  this  portion  of  the 
budget  by  about  $1  billion  in  indirect  medical  education.  Your  rec- 
ommendation, I  assume,  would  eliminate  most  of  that  reduction.  I 
am  not  sure  you  can  do  it  just  by  fractions.  There  may  be  kind  of  a 
geometrical  function  here,  right? 

Mr.  Altman.  We  have  tried  to  make  this  equation  as  complicat- 
ed as  we  possibly  could  so  that  only  four  people  understand  it.  So 
you  are  right. 

Mr.  Levin.  Do  they  agree? 

Mr.  Altman.  And  I  am  not  one  of  them. 

I  think,  first  of  all,  our  teaching  adjustment  has  two  parts  to  it. 
The  reduction  from  7.7  to  6.6,  I  think,  is  in  the  neighborhood  of 
about  $300  million.  But  we  have  recommended  that  since  that 
money  was  taken  out  of  the  aggregate  pool  in  the  first  place,  it 
should  be  put  back  in  there  so  that  you  make  it  budget  neutral. 
And  that  is  what  our  recommendation  is. 

Now,  if  you  wanted  to  take  the  funds  out  of  the  program,  it 
would  affect  the  budget  deficit,  of  course  you  could  do  that. 
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Mr.  Levin.  It  is  almost  proportionate.  Of  the  billion,  $700  million 
more  or  less  would  be  lost  under  your  approach.  Okay. 

The  capital  reduction  of  over  $1  billion,  we  are  going  to  consider 
that  2  weeks  from  now,  and  you  are  working  on  that  or  not? 

Mr.  Altman.  We  have  several  times  testified  before  this  body 
that  ProPAC  believes  that  capital  should  be  included  in  the  DRG 
payments.  We  have  not  participated  in  your  discounting  mecha- 
nism as  it  has  proceeded.  So  we  have  not  testified  on  that,  nor  have 
we  taken  a  position  on  it. 

Mr.  Levin.  You  are  not  now  analyzing  it?  So  you  will  not  be  here 
in  a  couple  of  weeks. 

Mr.  Altman.  That  is  correct. 

Mr.  Levin.  Okay.  I  do  not  mean  that  critically.  We  are  just 
trying  to  assess  the  budget  impact. 

Mr.  Altman.  Well,  to  me,  at  one  level  it  is  unfairly  simple;  that 
is,  well,  you  know,  take  5  percent  off,  take  10  percent,  take  15,  take 
20,  take  25.  Our  sense  in  the  beginning  was  that  capital  was  unfair- 
ly receiving  too  much  money  compared  to  labor;  therefore,  that 
was  one  of  the  reasons  for  putting  it  into  the  DRG  payment  to 
begin  with. 

Whether  the  discount  at  15  to  20  percent  begins  to  make  capital 
and  labor  more  fair,  I  think  it  does.  I  do  not  think  there  is  any 
magic  number,  though,  and  discount  rates  of  25  sound  to  me  to  be 
quite  high.  They  really  are  going  to  discriminate  against  newer  fa- 
cilities. 

Where  that  line  crosses  between  15  and  25  is  purely  arbitrary. 
Mr.  Levin.  But  you  think,  again,  the  budget  proposal  may  be  too 
drastic. 

Mr.  Altman.  Twenty-five  percent,  again,  there  is  no  right 
number  in  this  game,  and  it  is  not  even  close  to  being  right.  There 
is  no  right  number. 

You  do  know  that  if  there  is  no  discount,  capital  tends  to  be  fa- 
vored over  operating  budgets.  As  I  said,  at  about  15  to  20  percent, 
you  might  feel  that  that  is  about  as  high  or  as  tough  as  you  want 
to  be.  We  have  not  talked  about  it.  My  own  sense  is  25  percent 
sounds  very  tough. 

Mr.  Levin.  All  right.  You  are  making  our  work  tougher  yet. 

Now,  the  PPS  update  factor,  you  handle  that  differently  than  in 
the  President's  proposal.  You  assume  differently  on  the  market 
basket. 

Mr.  Altman.  We  have  assumed  the  same  market  basket.  We 
have  used  the  DRI  estimates,  which  are  the  estimates  that  are  used 
by  HCFA,  and  they  are  the  same  estimates  that  have  been  used 
since  the  beginning  of  PPS.  We  have  not  changed. 

We  have  now  seen  floating  around  this  town  a  whole  bunch  of 
new  market  baskets.  Quite  frankly,  it  troubles  us.  They  may  have 
more  apples  and  peaches  than  they  should. 

My  sense  is  that,  to  some  extent,  you  can  just  take  our  numbers 
and  substitute  a  new  market  basket.  When  we  say  we  are  0.8  of  a 
percent  below  the  market  basket,  if  you  want  to  use  the  CBO 
market  basket,  then  subtract  it  by  0.8  of  a  percent.  So  that  part 
would  be  all  right. 

The  market  basket  that  0MB  uses  is,  quite  frankly,  a  bit  of  a 
mystery  to  us. 
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Mr.  Levin.  All  right.  That  is  helpful.  I  think  it  illustrates  the 
bind  that  we  are  in,  the  task  that  we  face,  because  the  three  major 
factors  in  the  administration's  proposal,  each  of  them  is  affected  or 
reflected  on  in  your  testimony,  some  very  explicitly  and  others  not 
so  much  so. 

Just  to  finish,  again,  to  show  the  stringency,  the  difficulties  that 
we  face,  when  you  read  your  testimony  on  hospital  closures,  it  says: 

To  the  extent  hospitals  are  closing  because  they  are  under-utilized  or  have  long- 
standing financial  problems,  closure  is  appropriate. 

When  you  gave  it  to  us  an  hour  ago,  you  say  ''may  be  appropri- 
ate.'' 

I  think  that  would  illustrate  that  again  there  is  some  real  com- 
plexity there.  And  I  think  the  complexity  is  further  illustrated  by 
Nancy  Johnsons's  question  to  you.  You  say  you  do  not  want  regula- 
tion— and  I  do  not  think  any  of  us  really  do — but  you  find  the  vari- 
ation extremely  troublesome? 

Mr.  Altman.  Yes. 

Mr.  Levin.  But  you  do  not  give  us  at  this  juncture  in  your  study 
that  a  path  between  the  status  quo  and  regulation. 

Mr.  Altman.  Well,  if  the  budget— if  aside  from  the  budget  defi- 
cit, and  you  can  make  the  case  that  Medicare  ought  to  worry  about 
itself  and  its  own  internal  financial  security,  and  there  are  argu- 
ments that  say  that  that  is  inappropriate  to  be  playing  with  Medi- 
care trust  fund. 

I  think  the  path  that  we  have  put  here  would  give  hospitals  a 
fair  amount  of  new  money.  As  I  have  said,  our  recommendations 
"could  approach  10-percent  increase  in  revenues."  In  many  re- 
spects it  exceeds  10  percent,  and  yet  this  also  provides  a  tough  set 
of  constraints  that  say  hospitals  can  do  whatever  they  want,  so 
that  you — it  does  lay  out  a  path. 

Now  the  Congress  runs  into  the  problem  when  you  get  caught  in 
this  budget  deficit.  It  is  difficult  for  me  to  put  myself  in  your  shoes. 
I  guess,  quite  frankly,  what  I  would  recommend  is  that  after  you 
have  equalized  as  best  as  you  can,  which  is  what  we  tried  to  do,  I 
would  take  it  out  of  all  of  hospitals  if  you  felt  that  you  had  to  do  it, 
and  not  try  to  

First,  what  PPS  has  tried  to  do  is  equalize  the  system  between 
classes  of  hospitals  without  having  to  do  it  by  individual  hospital. 
And  then  if  you  feel  that  you  need  to  take  out  a  certain  amount  of 
money,  then  reduce  it  for  everyone. 

But  first  get  it  fair,  and  that  is  what  we  have  tried  to  give  you — 
the  fair  part. 

Mr.  Levin.  Thank  you. 

Chairman  Stark.  Mr.  Donnelly. 

Mr.  Donnelly.  Welcome. 

As  usual  your  testimony  is  excellent  and  well-received  by  the 
committee. 

Would  it  be  fair  for  me  to  say  that  what  you  are  saying  is  that 
the  problems  that  hospitals  face  today  are  not  problems  of  revenue 
but  problems  of  costs? 

Mr.  Altman.  Yes. 

Mr.  Donnelly.  And  that  costs  are  increasing  about  10  percent  a 
year? 
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How  many  hospitals  closed  last  year?  Do  you  know? 

Mr.  Altman.  The  number  that  has  become  sort  of  a  part  of  the  \ 
popular  images — 81.  Recently  I  have  heard  that  reflections  suggest 
that  it  is  less  than  that.  But  let  us  use  81. 

Mr.  Donnelly.  Yes,  I  also  have  statistics  that  dispute  the  81 
figure. 

According  to  CBO,  in  the  next  fiscal  year  approximately  69  per- 
cent of  the  total  overall  Medicare  payments  will  go  for  the  treat- 
ment of  illness,  and  about  31  percent  will  go  for  what  I  would  call 
''ancillary  passthroughs  to  institutions"  in  payments  such  as  cap- 
ital, direct  and  indirect  medical  education  and  direct  disproportion- 
ate share. 

Is  that  percentage — has  that  percentage  been  fairly  consistent 
since  the  program  was  instituted  in  1965?  Do  you  know? 

Mr.  Altman.  1965?  You  mean  going  all  the  way  back  to  the  be- 
ginning? 

Mr.  Donnelly.  Well,  let  us  just  say  over  the  last  decade. 

Mr.  Altman.  Well,  first  of  all  I  think  these  are  arbitrary  lines, 
and  quite  frankly  do  not  mean  anything.  I  mean  it  is  just  how  we  ' 
choose  what  spigot  we  are  flowing  those  dollars  out  of.  It  is  all  fun- 
gible money.  We  put  them  into  little  boxes  and  think  we  know 
what  we  are  talking  about,  of  which  we  do  not. 

Hospitals — we  send  it  for  capital  and  they  turn  out  and  buy 
things  with  it  that  is  not  capital.  A  lot  of  hospitals  do  not  fund 
their  depreciation. 

Mr.  Donnelly.  How  do  you  justify  the  Medicare  program  spend- 
ing $3.5  billion  in  the  next  fiscal  year  for  the  training  and  the  cost 
of  training  for  physicians  and  nurses?  I  mean  is  it  the  programs 
responsibility  to  pay  that  $3.5  billion? 

Mr.  Altman.  I  think  in  the  broader  sense  it  is,  yes.  Whether  the 
exact  amount  of  money  is  right  I  am  not  saying. 

I  think  Medicare  is  too  big  a  part  of  the  system  not  to  respect  its 
impact  on  the  total  system.  And  if  we  do  not  have — maybe  a  better 
way  to  do  it  

Mr.  Donnelly.  Have  you  ever  looked  at  what  share  other  seg- 
ments of  the  population  are  paying  for  those  costs? 

Mr.  Altman.  Well,  not  in  detail,  but  by  and  large  the  Medicare 
program  picks  up  its  share  of  the  total  cost  in  proportion  to  the 
share  in  the  hospital's  budget. 

Now,  we  have  chosen  to  do  it.  Other  countries  do  not  do  it  that 
way.  They  fund  their  medical  education  systems  out  of  direct  ap- 
propriation. And  there  may  be  a  very  good  case  to  make  of  the  way 
we  fund  medical  education,  but  as  long  as  we  are  going  to  fund  it 
heavily  through  our  sick  fund,  if  you  will,  or  a  delivery  system, 
then  I  think  Medicare  should  pay  its  portion;  yes. 

Mr.  Donnelly.  Well,  what  other  health  care  insurance  system  in 
the  country  has  that  sort  of  payment  system? 

Mr.  Altman.  Well,  I  think  commercial  insurance  companies — 
they  pay  charges,  they  pay  a  rate  and  built  into  those  rates  

Mr.  Donnelly.  But  it  is  built  into  the  rates,  too? 

Mr.  Altman.  Yes. 

Mr.  Donnelly.  It  is  built  into  the  rate  as  it  would  be  their  con- 
tribution to  capital  

Mr.  Altman.  Right. 
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Mr.  Donnelly.  Would  be  built  into  the  rate? 
Mr.  Altman.  That  is  right. 

Mr.  Donnelly.  Only  the  Medicare  system  makes  direct  specific 
appropriations  for  the  training  and  the  cost  of  training  of  the  phy- 
sicians, and  the  expansion  or  renovation  of  hospitals.  Is  that  not 
correct? 

Mr.  Altman.  Yes.  But  again,  as  I  said-  

Mr.  Donnelly.  Is  that  an  efficient  way  to  do  it  since  30  percent 
of  the  pie — or  31  percent  in  the  next  fiscal  year  is  being  spent  of 
these  direct  subsidies  in  a  very  unique  system? 

Mr.  Altman.  I  think  the  decision  that  was  made  by  the  drafters 
of  the  legislation  was  that  there  are  certain  aspects  of  the  costs 
system  that  they  did  not  want  to  average  out.  And  I  can  see  the 
reason  why. 

It  is  very  unevenly  distributed.  If  you  took  all  of  the  money  that 
we  now  spend  from  medical  education  and  threw  it  into  the  DRG 
payment  system,  averaged  it  out  and  then  put  it  back  out  there 
you  would  find  some  hospitals  that  do  almost  no  medical  education 
would  have  a  tremendous  bonanza,  and  others  would  wind  up  on 
their  knees. 

So  I  did  not  draft  it  this  way  but  I  understand  why  they  did  it 
that  way  that  is,  they  said  that  part  of  the  total  cost  of  education 
in  the  system  should  not  be  distributed  evenly.  And  quite  frankly 
there  is  some  appeal  to  that.  There  is  a  lot  of  appeal  to  that. 

Mr.  Donnelly.  Now,  is  your  recommended  update  for  PPS  ex- 
cluded hospitals? 

Mr.  Altman.  The  excluded?  It  is— on  pages  9  and  10.  It  is  6.3  for 
pediatric,  and  6.2  for  the  others.  And  again  that  is  based  on  a  com- 
bination of  the  market  basket,  and  a  correction  factor.  We  built  in 
in  the  beginning  of  our  estimates  what  we  call  the  correction 
factor.  If  last  year  we  assume  the  market  basket  is  going  to  be  4.5 
and  it  turns  out  to  be  5.2,  we  believe  the  system  owes  the  hospitals 
that  money.  That  is  why  the  total  is  above  market  basket. 

Mr.  Donnelly.  What  is  the  justification  for  excluding  psychiatric 
hospitals  from  PPS? 

Mr.  Altman.  The  justification  has  been  that  the  illness  included 
in  psychiatric  hospitals  are  very  difficult  to  put  into  categories  that 
can  be  measured  appropriately  by  DRG.  There  has  been  a  lot  of 
work  done  by  analysts  to  try  to  create  psychiatric  DRG's,  and  they 
exist.  Some  people  believe  that  they  are  adequate.  There  is  a  lot  of 
controversy  about  them. 

Quite  frankly  one  of  the  reasons  why  there  is  so  much  controver- 
sy is  that  the  protocols  for  treating  psychiatric  patients  are  not  as 
clear  as  they  seem  to  be  for  nonpsychiatric.  Some  people  feel  they 
are  motivated  as  much  by  the  reimbursement  system  as  they  are 
by  the  medical  treatment  system. 

Mr.  Donnelly.  As  you  know  I  have  been  advocating  linking  the 
capital  passthrough  to  some  sort  of  occupancy  rate  test.  I  under- 
stand that  ProPAC  has  some  concerns  about  that.  Could  you  en- 
lighten me  what  your  problems  are  with  it? 

Mr.  Altman.  Well,  we  were  talking  with  Mr.  Gradison  about 
this.  The  current  system  is  turning  out  to  be  very  tough  on  low  oc- 
cupancy. It  is  the  toughest  system  you  could  design  in  terms  of  low 
occupancy. 
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It  says  to  a  hospital: 

If  you  lose  a  patient  you  lose  all  of  the  revenues  that  flow  from  that  patient,  like- 
wise if  you  gain  a  patient  you  get  all  of  the  revenues. 

We  know  that  the  marginal  costs  of  treat  an  average  patient  is 
much  lower  than  the  average  patient.  But  we  get  more  when  we 
treat  more.  Likewise  if  we  treat  one  less  patient  a  hospital  cannot 
reduce  the  cost  proportionately. 

So  this  is  a  very  tough  system  against  low  occupancy.  And  quite 
frankly,  quite  tougher  than  our  certificate  of  need  systems  of  the 
1970's.  The  market  is  very  impersonal.  The  other  one  is  very  politi- 
cal. And  to  impose  a  political  system  on  top  of  a  market  system — 
not  only  does  it  seem  redundant,  but  actually  it  would  mess  it  up. 

Now  if  you  want  to  end  the  market  system — which  is  what  PPS 
is  now  doing — and  introduce  a  political  system,  there  is  a  case  to  be 
made  for  it. 

But  my  feeling  is  that  this  system  already  penalizes  low  occupan- 
cy, and  you  do  not  need  another  add-on  to  that. 

Mr.  Donnelly.  You  do  not  think  that  the  present  system  encour- 
ages overbuilding? 

Mr.  Altman.  Quite  the  opposite.  Those  hospitals — one  of  the  rea- 
sons why  we  are  having  troubles  with  cost  is  that  a  lot  of  hospitals 
chose  to  grow  out  of  their  problem  rather  than  cut  back,  and  they 
are  finding  that  these  growth-oriented  strategies  are  not  being 
matched  by  revenues.  So,  over  time,  this  system  will  not — does 
not — encourage  overbuilding.  I  think  there  was  a  temporary  at- 
tempt to  do  that,  and  there  is  now  a  reassessment  on  part  of  the 
industry. 

I  do  not  know  how  a  system  like  this  encourages  overbuilding  be- 
cause it  basically  says  that  ''if  you  do  not  have  a  patient  we  are  not 
sending  you  any  money." 

Unlike  the  old  cost  base  reimbursement  system,  which  was  very 
inflationary  and  did  encourage  overbuilding. 

Mr.  Donnelly.  Well  let  me  just  state,  Stu — I  have  a  thousand 
other  questions,  but  we  will  have  an  opportunity  hopefully  to  do  it 
in  Boston,  and  my  time  has  expired  but  I  would  like  to  state  for  the 
record  that  as  the  committee  is  aware  that  it  is  projected  that  both 
the  costs  for  capital  and  the  costs — the  dollar  cost  for  the  indirect 
medical  education  adjustment  are  projected  to  increase  over  100 
percent  over  the  course  of  the  next  5  years. 

Mr.  Altman.  Yes. 

Mr.  Donnelly.  I  really  think  that  this  committee  has  a  fiduciary 
responsibility  to  the  Medicare  beneficiaries  and  the  taxpayers 
ought  to  take  a  close  hard  look  at  what  the  mission  of  Medicare  is 
when  we  continue  to  have  a  funding  mechanism  for  Medicare  that 
is  insufficient  today  and  will  be  insufficient  in  the  future  to  provide 
the  services  that  are  going  to  be  demanded  by  an  increasing  client 
base. 

Having  said  that  I  will  leave  it  at  that  and  visit  with  you  in 
Boston. 

Thanks  so  much. 

Mr.  Altman.  Thank  you. 

Chairman  Stark.  Mr.  Chandler. 

Mr.  Chandler.  Thank  you,  Mr.  Chairman. 
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Dr.  Alt  man,  I  apologize  for  having  to  leave  during  part  of  your 
testimony.  I  had  some  constituents  here,  so  perhaps  you  discussed 
what  I  want  to  ask  about. 

I  recall  when  I  met  with  hospitals  at  home  that  their  feelings 
were  more  global  than  just  the  Medicare  problem,  and  especially 
related  to  Medicaid  reimbursement. 

Mr.  Altman.  Yes. 

Mr.  Chandler.  I  am  concerned  that  we  are  ignoring  that  Medi- 
care is  one  of  only  many  payers.  The  discussion  here  tends  to  focus 
only  on  Medicare. 

Is  it  your  feeling  that  it  is  taking  an  unwarranted  black  eye  for 
other  problems? 

Mr.  Altman.  I  do.  Well,  without  moralizing,  the  idea  that  37  mil- 
lion Americans  have  no  insurance  and  many  of  them  wind  up  in 
hospitals,  and  these  hospitals  treat  these  people,  and  then  they  go 
around  to  try  and  find  the  money,  and  one  of  the  places  where 
they  try  to  find  the  money  is  from  the  Medicare  program. 

As  I  indicated  before,  increasingly  they  are  trying  to  find  money 
from  our  corporations.  That  is  wrong,  and  often  Medicare — as  I 
have  said — has  been  a  relatively  deep  pocket.  Hospitals  have  count- 
ed on  that  to  balance  out  these  underpayments  from  other  payers. 

Now,  what  is  right  and  what  is  wrong  is  a  tricky  business.  You 
could  say  ''look,  our  job  is  to  run  the  Medicare  program.  Our  job  is 
to  make  that  system  work."  It  is  not  our  responsibility  to  worry 
about  that.  My  own  view  is  that  that  is  wrong. 

Medicare  cannot  afford  to  ignore  the  implications  of  the  total 
system.  Medicare  can  wind  up  doing  fine  and  you  will  not  have 
hospitals  there.  So  we  try  in  our  calculations  to  look  primarily  at 
Medicare,  but  every  once  in  a  while  we  look  beyond  Medicare  as 
we  did  with  the  teaching  hospitals.  When  you  look  at  PPS  margins 
in  the  teaching  hospitals  it  looks  like  they  are  raking  in  the 
money.  But  when  you  look  at  the  total  margins,  our  biggest  teach- 
ing hospitals  flip  from  having  high  margins  to  low  margins  and 
negatives. 

So  I  think  where  you  are  heading  is,  I  think,  where  we  are  head- 
ing. 

Mr.  Chandler.  I  thought  our  colleague  Mr.  Dorgan  from  North 
Dakota,  was  helpful  in  his  testimony  this  morning.  Certainly  the 
State  of  Washington  has  some  similar  situations.  Forks  comes  to 
mind.  Most  people  have  never  heard  of  Forks.  It  is  located  out  on 
the  Olympic  Peninsula  on  the  west  side  of  the  State,  and  it  is  a 
remote  area,  a  logging  community  and  not  much  else.  They  have  a 
little  hospital  over  there  which  is  just  struggling  to  stay  in  exist- 
ence. I  do  not  know  how  many  emergency  cases  they  have  a  day, 
but  lots  and  lots  of  broken  limbs  and  other  injuries  result  from 
that  logging  and  sawmill  kind  of  operation. 

Yet  my  hunch  would  be,  especially  with  the  elderly,  that  if  it  is  a 
more  sophisticated  procedure  that  business  goes  to  Tacoma  or  Seat- 
tle or  Olympia,  or  some  place  in  which  they  have  greater  confi- 
dence. 

It  also  reminds  me  that  when  I  was  a  State  legislator,  we  had  a 
term  for  schools  that  were  out  in  remote  rural  areas.  The  formula 
for  funding  that  worked  well  for  anything  from  a  medium-sized 
community  and  up,  just  simply  did  not  work  because  when  stu- 
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dents  showed  up  at  the  doors,  each  represented  $2,100  or  whatever 
it  was  per  student  for  the  following  year.  If  there  were  three  stu- 
dents, which  was  the  case  on  the  San  Juan  Island  School  District, 
that  obviously  did  not  work  very  well.  You  could  not  hire  a  janitor 
for  that. 

We  called  them  remote  and  necessary  schools,  and  just  made  the 
conscious  decision.  We  do  not  want  those  kids  to  have  to  go  on  a 
bus  for  50  miles.  We  will  pay  the  extra  costs. 

I  was  wondering — in  spite  of  your  objections  to  the  idea  of  some 
mechanism  to  keep  some  hospitals  open  in  those  remote  areas — if 
that  does  not  beg  for  some  kind  of  a  designation  for  them,  perhaps 
like  that  remote  and  necessary  analogy  to  the  school. 

Mr.  Altman.  I  support  that  personally.  I  do  not  think  you  can 
use  the  reimbursement  system,  per  patient,  to  do  that.  I  think  you 
need  to  establish  a  separate  fund  for  remote  and  necessary.  It  per- 
haps ought  to  be  shared  between  the  Federal  Government,  the 
State  government  and  the  local  community. 

But  I  think  you  cannot  possibly  ask  for  a  per  patient  payment 
system  to  be  so  distorted  to  count  for  that.  But  I  personally  have  a 
problem  believing  that  some  of  those  institutions — for  just  the  rea- 
sons that  you  stated — should  stay  open  all  of  the  time  in  our 
system.  And  I  think  that  is  the  way  we  should  handle  it. 

Mr.  Chandler.  Back  to  my  initial  question  about  the  various 
payers,  we  cannot  make  that  decision  in  isolation  in  this  committee 
focusing  on  Medicare. 

Mr.  Altman.  That  is  it  exactly.  My  own  sense  is  from  looking  at 
the  numbers  that  in  order  for  these  institutions  to  stay  open  we 
are  going  to  have  to  pay  much  more  than  their  costs.  Medicare 
costs. 

Mr.  Chandler.  Right. 

Mr.  Altman.  And  the  question  is  at  what  point  is  it  inappropri- 
ate for  the  Medicare  trust  fund  to  be  that,  and  I  believe  that  it  may 
need  to  go  part  of  the  way,  but  it  might  be  appropriate  to  add  gen- 
eral revenues.  State  revenues,  local  revenues — some  combination. 

But  I  think  to  use  the  Medicare  payment  system  to  do  that  will 
distort  it  too  much — and  even  then  it  will  not  be  enough. 

Mr.  Chandler.  I  have  one  more  question,  if  I  may,  and  that  con- 
cerns the  point  of  upcoding  and  whether  you  have  seen  evidence 
that  legitimate  upcoding  exists?  If  you  could  comment  on  that? 

Mr.  Altman.  Well,  there  is  no  question  that  the  case  mix  index 
has  grown  very  sizably  since  the  introduction  of  PPS.  We  have 
tried  every  way  we  can  to  estimate  what  part  of  that  increase  is 
legitimate,  and  our  estimates  are,  they  run  between  50  and  75  per- 
cent legitimate,  but  there  is  definitely  a  component  of  that  increase 
which  is  due  to,  what  you  euphemistically  called,  more  sophisticat- 
ed coding. 

Mr.  Chandler.  All  right. 

Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Mrs.  Johnson,  did  you  have  further  inquiries 
for  the  witness? 

Mrs.  Johnson.  Thank  you.  It  was  the  coding  question  that  I 
wanted  to  be  sure  and  raise,  concerning  when  you  said,  ''euphemis- 
tically more  sophisticated  coding."  We  set  the  codes  at  the  Federal 
level,  and  the  theoretical  structure  within  which  we  are  function- 
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ing  is  if  you  fall  within  this  DRG,  we  say,  on  average,  it  should  cost 
a  hospital  this  amount  to  care  for  you. 

Well,  if  hospitals  are  more  precisely  identif5dng  their  patients  as 
we  refine  the  system,  why  should  we  now  step  back  and  say,  **Be- 
cause  this  person  fits  in  that  category,  we  should  not  be  pa3dng  you 
that  amount."  I  understand  there  is  some  gray  area  

Mr.  Altman.  Can  I  take  a  crack  at  it? 

Mrs.  Johnson.  Yes,  take  a  crack  at  it. 

Mr.  Altman.  We  took  the  total  pot  of  money  that  existed  in 
1981,  and  we  projected  it  forward  to  1984,  and  we  divided  it  up  into 
these  467  categories.  We  did  not  leave  any — that  is  it — and  we  said, 
'*0K,  we  are  going  to  send  the  same  amount  of  money  we  would 
have  sent  to  you  under  the  old  system,  but  now  we  are  going  to 
send  it  to  you  under  the  new  system." 

We  figured  that  on  average  these  weights  should  equal  one. 

Mrs.  Johnson.  Correct. 

Mr.  Altman.  To  the  extent  that  it  equals  more  than  one,  the 
system  wound  up  sending  to  these  hospitals  more  than  we  would 
have  sent  under  the  old  system. 

So  it  is  not  that  we  are  not  trying  to  pay  them  right.  We  wound 
up  over  paying,  based  on  the  fact  that  the  upcoding — I  am  not  talk- 
ing about  it  being  illegal.  We  had  an  imprecise  way  of  putting 
these  categories  together,  and  the  hospitals  have  educated  us  over 
the  years  on  a  better  method. 

All  we  are  suggesting  is  not  to  penalize  them,  but  to  get  the  total 
back  to  where  it  belongs.  So  that  is  what  

Mrs.  Johnson.  Can  we  stop  there  just  a  minute? 

In  other  words,  what  you  are  doing  is,  within  a  budget  neutral 
setting — I  think  this  is  a  very  important  point — you  are  now  shift- 
ing reimbursements  on  a  relative  basis,  not  on  a  cost  basis. 

So  you  are  saying  that  we  now  have  to  reimburse  more  richly  for 
these  and,  therefore,  less  richly  for  these,  in  order  to  stay  budget 
neutral? 

Mr.  Altman.  No.  That  is  one  thing.  W^hat  I  am  saying  is  that  in 
any  year  the  system  says  that  we  are  going  to  give  you  an  update 
factor  of  say  5  percent,  and  we  are  going  to  give  something  else, 
and  then  the  Government  estimates  how  much  is  going  to  flow  out. 

Now,  if  the  coding  goes  above  that  amount,  more  flows  out  then 
what  was  expected.  To  the  extent  that  more  is  justified  by  sicker 
patients,  it  should  go  out  

Mrs.  Johnson.  Right. 

Mr.  Altman  [continuing].  To  the  extent  that  it  is  justified  by 
more  sophisticated  coding,  there  is  no  basis  in  cost  for  that,  and 
that  is  what  we  are  trying  to  

Mrs.  Johnson.  And  what  you  are  saying  is  that  there  is  a  certain 
amount  of  the  coding  that  is  not  legitimate  on  the  basis  of  sick- 
ness? 

Mr.  Altman.  Right. 

Mrs.  Johnson.  And  the  system  assumes  that  if  you  meet  the  cri- 
teria, you  are,  in  fact,  that  sick  and  should  get  that  reimburse- 
ment. I  would  say  to  you  that  I  want  more  evidence  that  the  upcod- 
ing is  not  legitimate,  because  what  I  see  is  that  your  decision  is 
being  controlled  by  the  allegiance  to  budget  neutrality. 
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So  as  you  shift  reimbursements  into  the  higher — the  sicker  cate- 
gories— you  have  shifted  away  from  the  cost  of  care  for  the  less 
sick  patient. 

Mr.  Altman.  Excuse  me.  It  has  nothing  to  do  with  budget  neu- 
trality. 

Again,  by  the  way,  our  estimates  are  as  liberal  as  any  that  I 
have  seen.  There  are  other  segments  of  this  town  that  have  defined 
portion  due  to  sicker  patients  much  lower.  What  we  look  at  are 
surveys  that  are  done  after  the  fact  by  people  going  in  and  auditing 
the  claims  trying  to  determine  whether  people  are  legitimately 
sicker. 

In  our  calculations,  we  not  only  give  hospitals  credit  for  legiti- 
mate increases  in  the  codes  that  are  treating  sicker  patients,  but, 
also,  we  estimate  what  part  of  the  patient  mix  has  shifted  from  the 
low  end  within  the  DRG  to  a  higher  end,  and  still  we  come  out 
with  estimates,  as  I  said  in  the  60  to  70  percent,  that  are  legitimate 
for  sicker  patients,  so  we  have  taken  away  

Let  us  see.  Of  the  three  percent  last  year,  we  took  away  0.7  or 
less  than  a  third.  The  alternatives  are  either  you  say  "Whatever 
the  coding  increases  are  they  are",  or  you  say  as  some  people  say, 
*'We  are  not  giving  any  increases  for  coding  changes." 

Mrs.  Johnson.  Lastly,  one  reason  I  think  that  this  is  a  very  im- 
portant issue  

Mr.  Altman.  It  is  very  important. 

Mrs.  Johnson  [continuing].  Is  that  I  think  it  does  bear  on  the 
urban /rural  problem.  What  I  am  finding  in  my  hospitals  is  that  in 
order  to  save  money  as  they  shift  those  more  complicated  oper- 
ations to  other  more  sophisticated  hospitals — and  you  pointed  out 
earlier  that  that  is  a  cost  effective  thing  to  do — then  they  are  left 
with  the  less  sick  patients  who  fall  into  DRG  categories  with  lower 
reimbursements.  Yet  they  have  to  distribute  that  the  same  capital 
facility  cost  over  those  DRGs. 

So  with  a  balanced  case  mix  across  all  hospitals,  a  rural  hospital 
can  survive.  But  without  a  balanced  case  mix — and  what  some  hos- 
pitals are  saying  that  there  is  a  greater  imbalance  in  case  mix 
across  hospitals  than  in  the  past  to  save  money — a  rural  hospital 
ends  up  being  disadvantaged. 

So  my  hospitals  can  say,  ''Yes,  you  promised  us  increases  and  re- 
imbursements. Our  experience  is  that  we  are  having  a  decrease  in 
reimbursements  per  patient." 

Mr.  Altman.  Yes,  that  is  exactly  what  is  happening. 

Mrs.  Johnson.  And  that  is  part  of  the  reason  why  we  see  hospi- 
tals  

Mr.  Altman.  And  that  is  why  some  hospitals  have  been  dispro- 
portionately hurt  by  the  system.  On  the  other,  some  have  really 
made  it  as  all  these — you  are  right  

Mrs.  Johnson.  Thank  you. 

Chairman  Stark.  And  then,  doesn't  it  follow  if  the  system  is 
going  to  work,  there  has  got  to  be  some  losers  and  some  winners?  If 
you  just  say,  "You  have  to  redesign  the  system  to  make  all  win- 
ners," you  might  as  well  go  back  to  

Mr.  Altman.  In  the  simple  world,  you  have  sort  of  three  choices. 

Cost  base  reimbursement  systems  had  a  lot  of  advantages.  It  ba- 
sically was  institution  by  institution,  it  was  patient  by  patient,  ev- 
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erything  was  completely  flexible — I  call  it  the  silly-putty  system.  It 
sort  of  mapped  our  delivery  system  perfectly,  and  that  is  what  ex- 
isted. 

Once  you  move  away  from  that,  no  matter  how  well  you  average, 
you  are  going  to  have  winners  and  losers.  If  you  are  going  to  have 
big  averages,  you  could  go  to  total  global  budgeting. 

You  say  to  a  hospital — other  countries,  that  is  what  they  do — 
they  say,  ''Here  is  your  budget  for  next  year,  3  percent  higher."  "I 
have  sicker  patients."  "Well,  do  the  best  you  can."  That  is  what  we 
do  with  our  school  districts. 

So  that  is  the  alternative.  We  can  go  back  to  a  cost  base  system. 
We  can  play  the  game,  which  I  believe  is  a  decent  game,  and  I  do 
not  want  to  degrade  it  by  calling  it  a  game.  We  can  develop  aver- 
ages, try  to  do  the  best  we  can  to  make  them  fair,  constantly  adjust 
them,  which  is  what  PPS  is  all  about,  or  we  can  go  to  some  kind  of 
a  budgeting  system,  either  by  hospital  or  by  country. 

Chairman  Stark.  If  we  go  to  the  budgeting  system  in  cost  reim- 
bursement, we  do  not  need  hospital  managers,  right?  We  let 
ProPAC  run  the  system.  [Laughter.] 

Mr.  Altman.  My  doctor  here  tells  me  I  should  say,  "No."  [Laugh- 
ter.] 

Chairman  Stark.  Thank  you  very  much,  Stuart,  for,  as  usual, 
your  enlightening  and  very  helpful  testimony.  We  will  look  for- 
ward to  working  with  you  in  the  months  ahead. 

Mr.  Altman.  Well,  Mr.  Chairman,  I  can  say  this  for  myself  and 
my  fellow  Commissioners,  it  is  hard  work,  but  our  relationship 
with  your  committee  sort  of  makes  it  worth  it. 

Thank  you  very  much. 

Chairman  Stark.  Thank  you  very  much. 

Our  next  panel  consists  of  Richard  Berman  who  is  a  special  con- 
sultant with  the  firm  of  McKinsey  &  Co.  in  New  York  and  Allen 
Dobson  who  is  a  principal  in  the  Consolidated  Consulting  Group. 

The  lights  that  will  flash  for  the  members  and  witnesses  for  the 
remainder  of  the  program  are  there  to  remind  mostly  the  longer 
winded  members,  led  by  myself,  that  we  would  like  to  finish  today 
and  give  everybody  a  chance. 

The  witnesses  should  be  advised  that  their  prepared  remarks  will 
be  in  the  record  m  their  entirety.  We  will  sort  of  try  and  get  you 
into  a  10  minute  mode,  if  we  can,  with  the  assurance  that  during 
the  inquiry  period,  you  can  develop  further  in  your  testimony,  and 
we  will  certainly  stay  with  you  as  long  as  the  members  have  ques- 
tions remaining. 

Having  said  that,  I  would  ask  Mr.  Berman  to  start  off  and  wel- 
come you  both  to  the  committee. 

Mr.  Berman,  you  may  start  in  any  way  you  would  like. 

STATEMENT  OF  RICHARD  A.  BERMAN,  SPECIAL  CONSULTANT, 
McKINSEY  &  CO.,  INC.,  NEW  YORK,  NY 

Mr.  Berman.  Thank  you,  Mr.  Chairman  and  distinguished  mem- 
bers of  the  Health  Subcommittee. 

I  am  pleased  to  be  here  today.  I  ought  to,  before  my  colleagues  at 
the  firm  which  employs  me  write  you,  clearly  declare  that  these 
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are  my  own  opinions  and  my  own  views  and  do  not  represent  their 
views  necessarily. 

What  I  will  try  to  do,  and  I  have  given  the  members  a  smaller 
packet  of  charts  so  that  I  could  go  through  it  quicker,  and  at  the 
same  time  in  a  little  bit  more  detail. 

But  I  think  that  part  of  the  problem  and  part  of  the  difficulty 
that  you  have  had  and  that  we  all  have  had,  trying  to  assess  the 
fiscal  health  of  the  provider  industry  or  classes  of  provider,  wheth- 
er they  are  urban  or  rural,  a  hundred  bed,  two  hundred  bed,  public 
or  private,  for  profit  or  not-for-profit,  is  that  we  keep  looking  at 
these  national  averages.  I  would  suggest  to  you  that  they  are  the 
wrong  gauges.  They  are  not  terribly  helpful,  and  they  do  not  reflect 
either  the  real  market  or  the  real  patterns  of  delivering  health 
care. 

I  would  like  to  offer  an  approach  that  I  would  describe  as  more 
equitable  to  the  beneficiaries,  to  all  the  providers,  and  to  the  tax- 
payers. It  is  basically  built  on  fundamental  economics,  and  that 
limits  Government's  role  to  setting  a  price  and  does  not  get  us  back 
to  ''spend  as  you  can"  or  to  individual  microbudget  regulation. 

It  is  one  that  I  think  will  increase  the  value  of  the  Medicare  ex- 
penditures and,  at  the  same  time,  make  sustainable  and  substan- 
tial changes  to  the  hospital  industry  while  leaving  in  place  a  viable 
industry  to  take  care  of  the  Medicare  beneficiaries. 

It  is  one  that  is  based  on  two  fundamental  principles:  It  must  be 
local  market  specific,  and  it  is  one  which  sets  the  price  for  that 
local  market  at  a  level  of  the  local  marginal  supplier. 

Let  me  just  try  to  develop  that  quickly,  my  remaining  6  minutes. 

It  is  based  on  the  premise,  and  I  think  the  fact,  that  health  care 
is  a  local  market  product.  It  is  not  a  national.  It  is  not  based  on 
classes  of  institutions.  Health  care  is  made  in  local  markets. 

There  are  few  economies  of  scale  for  producing  in  other  markets, 
and  I  think  we  have  learned  that  now,  and  some  of  our  national 
hospital  companies  have  learned  that  expensive  lesson. 

It  is  made  differently  in  different  local  markets.  Each  local 
market  has  a  different  power  balance  among  the  various  health 
care  stake  holders,  whether  they  are  patients  or  physicians,  hospi- 
tals, employeis,  employees,  or  government,  and  it  is  neither  export- 
ed nor  imported  beyond  that  market  except  for  very  small  excep- 
tions. 

If  you  turn  to  and  take  a  look  at  page  8  in  the  original  testimony 
or  exhibit  2  in  your  new  packet,  it  is  just  another  example  of  wide 
variation  in  local  market  performance. 

You  can  examine  returns  on  assets,  you  can  examine  returns  on 
investments,  profit  margins,  but  there  is  clearly  in  almost  every 
single  market  a  huge  variation.  Therefore,  if  you  want  to  make 
substantial  and  sustainable  changes,  and  you  want  to  deal  with  a 
industry  that  in  many  markets  is  over  built,  over  supplied,  one 
must  again  take  a  look  at  it  locally. 

There  are  a  series  of  forces  that  explain  why  different  suppliers, 
as  in  almost  every  other  business  that  we  have  looked  at,  have  dif- 
ferent cost  structures.  Some  of  those  are  controllable.  More  quick- 
ly, in  the  short  term.  We  define  those  as  executional,  and  those 
deal  with  management,  efficiency,  asset  turns,  and  productivity. 
Others  have  to  do  with  structural  differences,  geographically  where 
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they  are  located,  the  structure  of  the  bed  units,  that  define  how 
many  nurses  per  bed  that  are  necessary,  et  cetera. 

I  want  to  talk  a  little  bit  about  how  a  local  market  price  struc- 
tured approach  might  work,  and  if  you  look  at  exhibit  4  or  for 
those  of  you  with  the  old  packets,  page  12. 

Exhibit  4  identifies,  basically,  across  the  page,  six  different  sup- 
pliers. Think  of  them  as  hospitals,  and  the  height  of  the  bars  repre- 
sent their  average  costs,  and  you  can  think  of  average  costs  per  pa- 
tient, or  you  can  think  of  average  costs  per  DRG — you  can  use 
almost  any  denominator  that  you  would  like.  This  is  illustrative, 
but  it  is  not  uncommon  in  any  industry  whether  it  is  automobile 
parts,  manufacturing,  police  schools,  et  cetera,  to  see  six  legitimate- 
ly different  cost  structures. 

As  you  go  to  the  next  exhibit,  which  would  be  exhibit  5,  you  will 
see  that  in  a  market  situation,  if  demand  were  there  for  the  capac- 
ity that  could  be  produced  by  the  first  four  plants,  the  price  that 
would  finally  be  adopted  would  be  where  the  dotted  line  referred  to 
as  the  market  price  is  drawn. 

It  would  be  that  price  that  kept  the  marginal  supplier  fiscally 
viable,  which  would  be  manufacturer  number  4  or  hospital  number  4 
in  this  case,  to  viably  produce  that  extra  quantity.  Not  a  price  high 
enough  to  bring  in  company  or  hospital  number  5,  and  not  too  low  to 
drive  out  supplier  number  4  which  would  result  in  hospital  care  not 
being  available  to  some  demand  in  that  community. 

Currently  what  we  have  with  Medicare's  national  averaging  is, 
in  many  communities,  ended  up  with  exhibit  6,  which  is  a  Medi- 
care price  below  what  is  demanded,  and  therefore,  we  have  some 
serious  problems  about  long-term  viability  of  necessary  and  desired 
hospitals,  while  in  other  cases,  quite  frankly,  the  Medicare  price 
that  is  way  above  the  demand  and  the  supply  that  is  required  in 
any  particular  market. 

That  is  why  when  you  have  an  industry,  where  there  is  excess 
supply,  you  would  expect,  in  fact,  if  the  system  worked  well,  that  it 
would  not  keep  those  hospitals  in  business. 

It  would  make  for,  a  better — quality  and  be  in  the  best  of  the 
Medicare  beneficiaries  to  deal  with  that,  to  deal  with  it  quickly,  in 
order  to  take  their  limited  resources  and  to  focus  them  where  they 
are  needed.  / 

My  feeling  is  that  it  is  important  not  only  to  look  at  the  total 
dollars  spent  on  behalf  of  Medicare  beneficiaries,  but  also  impor- 
tant to  provide  the  right  incentives,  to  maximize  the  value  of  the 
Medicare  dollar.  Medicare  does  drive  much  of  the  other  parts  of 
the  health  care  system; 

A  requirement  to  help  assure  a  viable  hospital  system  of  the 
proper  size  and  shape*  in  any  local  market,  and  whether  that  is  a 
rural  market,  or  whether  that  is  an  urban  market. 

If  it  is  a  remote,  isolated  institution  serving  a  market,  then  you 
only  have  one  institution,  you  have  to  be  able  to  provide  that  ca- 
pacity, and  then,  I  think,  you  do  have  a  responsibility  to  make  sure 
that  institution  is  viable. 

In  a  market  where  there  are  more  than  one  hospital  in  both 
rural  and  urban  areas — because  it  is  rural  does  not  mean  that 


74 


there  may  not  be  an  excess  supply  and  more  than  one  institu- 
tion  

The  same  principles  of  setting  a  market  price  whereby  the  effi- 
cient supply  is  in  fact  met,  will  provide,  I  think,  a  more  sensitive 
incentive  resulting  in  a  more  tailored  viable  hospital  system.  You 
will  then  know  that  we  are  using  our  Medicare  resources  in  a  way 
that  assure  access  for  Medicare  beneficiaries  to  the  needed  hospital 
or  physician  or  outpatient  care. 

I  think  you  cannot  provide  the  right  incentives,  maximize  the 
value  of  your  expenditures,  or  help  assure  a  viable  hospital  system 
of  the  proper  size  and  shape,  while  setting  policy  based  on  national 
averaging. 

The  best  way  to  leverage  the  fundamentals  of  the  health  care 
market  is  to  drive  off  basic  local  market  economics,  and  that  is  to 
set  a  reimbursement  price  for  each  local  market,  and  that  price 
level  should  be  at  the  level  that  the  local  marginal  supplier  is  fina- 
cially  viable. 

So  you  would  examine  supplier  hospital  number  4,  and  say,  ''Are 
there  ways  that  you  can,  in  fact,  improve  efficiency  or  effectiveness 
in  order  to  reduce  their  price?"  If  so,  you  can  lower  the  price.  If 
not,  then  you  cannot.  Thank  you. 

[The  statement  of  Mr.  Berman  follows:] 
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TESTIMONY  OF  RICHARD  A.  HERMAN  TO  SUBCOMMITEE  ON  HEALTH, 
COMMITTEE  ON  WAYS  &  MEANS,  U.S.  HOUSE  OF  REPRESENTATIVES, 
HEARING  ON  FISCAL  YEAR  1990,  BUDGET  ISSUES  RELATING  TO  HOSPITAL 
PAYMENT  MARCH  1,  1989,  WASHINGTON,  D.C. 

The  views  expressed  are  solely  those  of  the  author  and  do  not 
represent  the  views  or  opinions  of  McKinsey  &  Company,  Inc. 

I  am  Richard  A.  Herman,  Special  Consultant,  with  McKinsey  & 
Company,  Inc.. an  international  management  consultin^r  firm.     My  remarks 
reflect  my  20  years  experience  in  government  as  a  regulator,  as  a  chief 
executive  officer  of  a  major  teaching  hospital  as  well  as  my  recent  experience 
working  with  payors,  for  profit  providers,  and  pharmaceutical  firms.  The 
views  and  opinions  expressed  both  in  my  written  remarks  and  my  oral 
testimony  reflect  my  own  personal  views  and  in  no  way  reflect  the  opinions 
of  McKinsey  &  Company,  Inc. 

I  believe  that  in  order  to  maximize  the  value  of  the  federal 
expenditures  and  at  the  same  time  to  make  sustainable  and  substantial 
improvements  in  our  hospital  system  requires  the  adoption  of  a  pricing/ 
reimbursement  approach  which  is: 

5     Local  market  specific 

J    Builds  on  the  basic  underlying  economic  theories  of  supply  and 
demand. 

Trying  to  assess  the  fiscal  health  of  the  provider  industry  from  a 
national  macro  view  can  be  frustrating  and  confusing  if  you  are 
fundamentally  looking  at  the  wrong  instrument  guage. 
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Source:    American  Hospital  Association  National  Hospital  Panel  Survey 

The  public  policy  that  a  single  national  price  (even  after  adjusting  for 
input  prices)  is  the  most  equitable  to  beneficiaries,  providers  or  to  tax 
payers  is  without  an  economic  base  because: 

?    Health  care  is  local  market  specific  -  it  is  not  a  national  product, 

and  there  is  not  national  health  market. 
5    A  local  market  micro  analysis  provides  the  best  data  to  make  r 

substantial  and  sustainable  improvements. 
5    Understanding  the  underlying  economics  of  both  the  health  care 
market  and  traditional  market  place  economics  is  essential  for 
developing  and  implementing  an  effective  pricing/reimbursement  attack 
Health  care  is  a  local  market  product. 

?    It  is  made  in  a  local  market  -  few  economies  of  scale  for  providers 

outside  of  a  given  local  market. 
?    It  is  made  differently  in  different  local  markets. 
9    Each  local  market  has  a  different  power  balance. 
5    It  is  neither  exported  nor  imported  beyond  the  market  -  people 

seek  to  get  well  close  to  home. 
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It  is  made  differently  in  local  markets. 
VARIATION  IN  MEDICAL  CARE  USE 
Utilization  measures  Low 


High 


Hospital  discharges/10,000  pop. 

Surgical  procedures/ 10  ,000  pop. 

(general  public) 

elective  surgery 

Rates  of  carotid  endarterectomy 

per  10,000  elderly  persons 


1,000 
170 


,000 
600 


23 


Source:    Small  area  analysis,  Paul-Shaheen ,  Journal  of  Health  Politics, 
Public  Policy  &  Law,  Vol.  12,  No.  4  Winter  87 
Winslow,  New  England  Journal  of  Medicine,  Vol.  318,  No.  12, 
March  1988 

Each  local  market  has  a  different  power  balance.     Understanding  the 
concentration  and  power  balance  is  critical  to  assessing  the  potential  impact 
of  pricing  or  other  regulatory  actions. 
RELATIVE  MARKET  POWER  FRAMEWORK 

-  Supply 

-  Location 

-  RepulaliorVquality 

-  Facilities/services 

-  Financial  strength 
Hospitals         )      -  Social  commitment 


-  Supply  -  Government  policies 

-  Reputation/quality  -  Managed  care 

-  Patient  base  -  Patient  control 

-  Practice  -  Employer  sizes  and  concentration 

-  Contracts  -  Employer  prelerences/needs/atliludes 

-  Organization 

HEALTH  CARE  IS 
A  LOCAL  BUSINESS 

It  is  neither  exported  nor  imported  beyond  the  market 
get  well  close  to  home. 

HEALTH  CARE  IS  A  LOCAL/REGIONAL  BUSINESS 
Market  share  vs.  distance  -  >,  .  . 

major  metropolitan  market 
SHARE  OF  ADMISSIONS 
Percent 


people  seek  to 


15 


 I  I  

0  5  10 

DISTANCE  FROM  PATIENT  TO  HOSPITAL 
Miles 
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A  local  market  micro  analysis  begins  to  provide  the  data  necessary  to 
make  substantial  and  sustainable  improvement  in  the  performance  of  the 
hospital  delivery  system. 

f    There  is  great  variation  in  the  average  ROI  even  in  two  similar 
cities. 

?  There  is  even  a  wider  variation  in  ROI  within  each  of  these  markets, 
5    JEven  in  this  example,  there  are  possible  explanations  that  would 

suggest  that  the  current  level  of  reimbursement  is  too  high  too  low. 
There  is  even  a  wider  provider  performance  variation  within  each  local 
market. 

PERFORMANCE  VARIATION  IN  A  MAJOR 
METROPOLITAN  HOSPITAL  MARKET 
Return  on  assets  -  1986 
Percent 

City  A  City  B 


13%  market 


Source:  Medicare  cost  reports 


Variations  occur  not  only  from  differing  financial  objectives ,  but  also 
from  differing  degrees  of  success  in  finding  winning  strategies  and 
executing.     Even  in  this  example,  there  are  possible  explanations  that  would 
suggest  that  the  current  level  of  reimbursement  is  too  high  or  too  low. 


Too  high  

-  Bottom  quartile  is  excessive  and 
not  efficient 

-  All  hospitals  are  inefficient 

-  Demand/utilization  to  high 


ILLUSTRATIVE 

Too  low 

-  Not  enough  capacity 

-  Hospitals  are  wider 
capitalized 

-  Hospitals  are  not  treating 
sick 


UNDERLYING  ECONOMICS 

J    Hospital  ROA  is  driven  by  both  structural  and  operational  elements. 

5    In  the  market  place,  price  is  set  at  a  level  that  supply  and  demand 
meet  and  equal  to  production  costs  of  the  marginal  supplier.  The 
current  Medicare  reimbursement  system  is  not  responsive  to  the 
local  market  reality. 


78 


4 


There  are  some  fundamental  reasons  why  two  hospitals  in  the  same 
markets  may  have  inherently  different  cost  structures.     Some  of  these  are 
due  to  structural  factors  while  others  are  directly  related  to  executional 
skills . 

STRUCTURAL  AND  EXECUTIONAL 
FACTORS  INFLUENCING  ROA 


STRUCTURAL 


EXECUTIONAL 


Capacity 
ulilizalion 


Patient 
(low 

revenues 


Resource 
base 


Operating 
margins 


Geographic  location 
Overall  scope  of  clinical  services 
Compelilive  intensity 
Customer  characteristics 

-  Patient  population/demographics 

-  Physician  supply/demographics 

-  Managed  care  activity/affiliations 

Geographic  targeting 
Selective  service  additions 
Compelilive  tactics 
Customer-related  tactics 

-  Patient  segmentation 

-  Physician  management 

-  Tactical  contracting 

Existing  capital  investment 
Size/age/condilion 
Researchfleaching  allilialions 

Maintenance 
Selective  investment 
Selective  redeployment 

Payor  mi* 
Customer  power 

-  Employer/patients 

-  Physicians 

-  Managed  care 
Competitive  intensity 
Regulatory/labor  union  constraints 
Operating  approach/business 

syslem 

Tactical  pricing 
Reimbursement  maximization 
Utilization  review 
Selective  customer/service 

targeting 
Operational  elliciencies 

-  Labor  stair  scheduling 

-  Supply  purchasing  and 
inventory  control 

In  the  market  place,  price  is  set  at  a  level  that  the  supply  and 
demand  lines  meet  and  at  a  level  equal  to  the  production  costs  of  the 
marginal  supplier.     In  any  given  market,  the  current  Medicare  price  could 
be  too  high  or  too  low  because  it  reflects  a  national  average  rather  than 
local  market  reality. 


SUPPLY  AND  DEMAND 
DETERMINE  PRICE 


ILLUSTRATIVE 


Cost  plus 
return 

Dollars 


Demand 


Market  price 


Medicare  price  //2 


Medicare  price  ^/ 1 


Capacity 
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Chairman  Stark.  It  is  only  fair  that  I  should  note  that  Mr. 
Berman  was  formally  the  director  of  the  New  York  State  Office  of 
Health  Systems,  basically  the  State's  hospital  regulatory  agency, 
and  in  those  days,  rate  center,  I  suspect. 

Our  next  witness,  Dr.  Dobson,  w^as  the  former  Research  Director 
at  HCFA  and  has  now^  changed  his  hat  as  a  consultant  with  Con- 
solidated Consulting  Group,  and  both  of  these  gentlemen  bring  a 
wealth  of  experience  to  the  committee. 

We  will  now  hear  from  Dr.  Dobson. 

STATEMENT  OF  ALLEN  DOBSON,  PH.D.,  PRINCIPAL, 
CONSOLIDATED  CONSLXTING  GROUP 

Mr.  Dobson.  Thank  you,  Mr.  Chairman. 

I  appreciate  your  invitation  to  testify  this  morning  as  an  inde- 
pendent witness  on  the  subject  of  hospital  margins  under  the  Medi- 
care Prospective  Pajroient  System  (PPS). 

Today  I  would  like  to  present  several  items. 

First,  I  w^ould  like  to  talk  about  the  assumptions  underljdng  my 
w^ork.  Second,  I  will  take  a  look  at  the  trends  in  margins  since  the 
PPS  was  implemented.  Third,  I  will  discuss  factors  underlying 
these  trends  in  terms  of  the  distribution  of  hospital  margins 
around  averages.  Next,  I  wt.11  indicate  what  happened  to  States 
with  high  or  low  hospital  costs  when  PPS  started,  \TS-a-vis  evaluat- 
ing State  level  trends  as  PPS  has  been  put  in  place.  I  wall  also  note 
how  cumulative  increases  in  Medicare  costs  have  compared  to  cu- 
mulative changes  in  case  revenues  since  PPS  was  initiated.  Finally 
I  will  speculate  just  briefly  on  why  Medicare  hospital  costs  are 
rising  faster  than  Medicare  revenues. 

In  terms  of  assumptions,  I  have  built  a  margin  projection  model 
over  the  past  2  years.  I  use  a  data  base  with  5,000  hospitals.  The 
definition  of  operating  margin  that  I  use  is  Medicare  operating  rev- 
enues, minus  Medicare  operating  revenues.  There  are  no  capital  on 
direct  medical  expenditures  included  in  my  data.  The  information 
that  I  am  about  to  present  to  you  relates  only  to  Medicare  pay- 
ments. 

Another  thing  is  that  I  make  no  assumptions  about  hospital  be- 
havior. I  assume  that  hospitals  will  act  through  the  latter  part  of 
the  PPS  implementation  period  as  they  had  during  the  earlier  part 
of  PPS  implementation  for  which  we  have  data. 

My  Medicare  revenue  projections  are  based  on  the  Medicare  PPS 
payment  rules,  except  for  PPS  7  where  I  use  the  flscal  year  1990 
Reagan  budget  assumptions.  That  is  the  rate  of  increase  is  set  to 
market  basket  at  minus  IV2  percent,  the  educational  adjustment 
factor  goes  from  7.7  to  4.05  percent,  and  there  is  an  adjustment  for 
case  mix  of  about  minus  one-half  percent. 

For  case  cost  increase  assumptions  I  assume  approximately  a  10- 
percent  rate  of  increase  per  year.  As  we  have  heard  this  morning, 
these  are  roughly  the  numbers  that  other  analysts  are  assuming. 

If  w^e  could  turn  to  the  exhibits  in  my  testimony,  I  will  walk  you 
through  my  charts.  I  will  make  the  points  which  I  have  keyed  to 
each  of  my  major  charts. 

We  will  start  with  exhibit  1. 

[Chairman  Stark  points  to  an  exhibit.] 
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Mr.  DoBSON.  Exactly.  Yes,  indeed. 

The  first  point  I  would  like  to  make  relates  to  the  development 
of  the  model.  You  see  on  the  bottom  of  exhibit  1  that  I  have  listed 
PPS  year  1  through  3,  and  then  Federal  fiscal  years  for  1987,  1988, 
1989  and  1990.  This  indicates  that  I  shift  the  time  period  of  analy- 
sis from  the  first  3  years  of  PPS  when  I  use  actual  PPS  cost  report 
data  which  overlaps  a  2-year  period  to  a  Federal  fiscal  year  when  I 
make  my  estimates. 

You  will  note  that  the  trend  line  has  a  kink  in  it  between  PPS 
year  3  and  fiscal  year  1987.  While  this  is  a  technical  matter,  I  want 
you  to  be  aware  of  it. 

The  second  point  I  would  like  to  make  in  terms  of  calibration  is 
that  my  margin  numbers  for  the  first  3  years  of  PPS — roughly  15 
percent  for  PPS  years  1  and  2  and  9  percent  for  PPS  year  3 — are 
very  close  to  the  ProPAC  numbers  you  have  heard  this  morning. 
My  PPS  4  number  is  higher  than  ProPAC s  because  of  the  shift 
from  PPS  year  to  Federal  fiscal  year  that  I  noted  above. 

The  third  point  I  would  like  to  make  reflects  what  we  have  heard 
this  morning,  that  is,  there  has  been  increased  financial  pressure 
on  the  hospital  industry  as  PPS  has  been  phased  in.  By  the  time 
we  get  to  year  7 — fiscal  year  1990 — my  estimate  suggests  a  minus 
7.2  percent  Medicare  operating  margin  for  the  hospital  industry 
under  current  law,  and  a  minus  11.5  percent  for  the  industry  under 
the  fiscal  year  1990  Reagan  budget  assumptions. 

On  exhibit  2,  there  are  a  lot  of  numbers,  but  I  would  like  to 
make  four  relatively  simple  points.  I  think  these  points  all  go  to 
the  discussion  we  have  had  this  morning  as  to  whether  or  not  PPS 
has  been  an  effective  instrument  of  public  policy.  I  believe  it  has. 

The  first  point  I  have  just  mentioned.  We  put  PPS  in  place  to 
put  financial  pressure  on  hospitals.  If  my  numbers  are  even  re- 
motely correct,  we  have  certainly  done  that,  and  we  have  done  it  in 
spades. 

Second,  early  on  in  the  program — that  would  be  point  1  on  the 
handout — we  had  a  big  difference  between  the  urban  and  rural 
Medicare  operating  margins.  For  PPS  year  1,  I  have  circled  16.3 
percent  for  urban  hospitals  and  an  8.4  percent  for  rural  hospitals. 
This  discrepancy  has  been  raised  in  testimony  before  you  many 
times,  and  you  yourselves  have  deliberately  taken  several  legisla- 
tive actions  to  equalize  the  margins  between  urban  and  rural  hos- 
pitals. 

You  will  note  that  by  PPS  7,  that  I  have  a  minus  11.5  percent  for 
urbans  and  a  minus  12.2  percent  for  rurals.  These  figures  are  obvi- 
ously very  much  closer  together. 

The  work  that  you  have  done  thus  has  been  very  effective  in 
equalizing  the  difference  in  margins  between  urban  and  rural  hos- 
pitals under  PPS. 

The  third  point — number  2  on  the  exhibit — I  would  like  to  make 
in  terms  of  my  chart  goes  very  much  to  what  Mr.  Berman  has  said. 
That  is,  if  you  look  at  regions  of  the  country/,  what  has  happened 
under  PPS  is  that  we  are  getting  a  spread — a  spread  as  we  move 
through  time  between  the  lowest  and  highest  margins  across  the 
regions  from  PPS  1  to  PPS  7. 

For  instance,  I  calculate  for  PPS  year  1  a  difference  between 
highest  and  lowest  regional  margins  of  5.7  points. 
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By  the  time  we  get  to  PPS  7,  I  see  a  16.7-percent  spread  between 
the  highest  region  and  the  lowest  region.  From  this  we  might  con- 
clude— extending  the  point  Mr.  Berman  was  just  arguing — that  we 
ought  to  take  account  of  regional  or  local  markets  when  we  consid- 
er the  future  of  PPS. 

Another  thing  that  we  can  see  happening  is  my  fourth  point,  No. 
3  on  the  chart.  We  started  out  with  teaching  institutions  having 
very  much  higher  margins  than  nonteaching  hospitals.  If  we 
assume  implementation  of  the  Federal  fiscal  year  Reagan  budget 
assumptions,  conserving  in  direct  medical  education  a  minus  10.1 
percent  for  teaching  and  a  minus  12.7  percent  for  nonteaching 
might  result.  These  results  are  very  much  closer  than  when  PPS 
started  where  I  estimate  a  17.7  percent  teaching  margin  for  teach- 
ing hospitals,  and  roughly  a  12.8  percent  margin  for  nonteaching 
hospitals. 

So  I  think  the  conclusions  of  this  chart  is  that  we  have  nearly 
equalized  urban-rural  margins,  margins  have  spread  out  across  re- 
gions, and  we  have  done  what  we  said  we  would  do  with  teaching 
as  we  reduced  the  indirect  teaching  adjustment. 

On  exhibit  3,  we  observe  the  variation  in  margins  across  hospi- 
tals within  a  given  PPS  year.  This  exhibit  contains  percentiles.  A 
median  percentile  indicates  that  half  the  hospitals  do  better  and 
half  the  hospitals  do  worse  than  the  number  indicated.  I  have  a 
minus  4.9  percent  median  estimate  for  PPS  year  6;  that  is  half  the 
hospitals  will  do  worse  than  minus  5  percent  and  half  the  hospitals 
will  do  better  than  a  minus  5  percent  operating  margin. 

If  we  look  at  the  90th  percentile,  this  indicates  that  10  percent  of 
hospitals  will  do  better  than  the  number  in  the  bracket — 22.2  per- 
cent for  PPS  year  6. 

This  is  a  point  we  have  heard  this  morning;  that  is,  that  over 
time  about  10  percent  of  hospitals  seem  to  do  well  under  PPS — 
these  could  be  different  hospitals  due  to  the  effect  of  PPS  transi- 
tion rules. 

On  exhibit  4  I  provide  more  detail  for  PPS  year  7.  The  column  to 
look  at  is  the  far  right  column.  There  I  give  PPS  year  7  results  by 
individual  hospital  category. 

I  would  like  to  draw  your  attention  to  the  urban  greater  than  a 
million  category,  which  is  at  14  percent,  the  other  urban  category  a 
minus  8.4  percent,  and  the  aggregate  rural,  which  is  minus  12.2 
percent. 

The  spread  of  those  numbers  is  very  consistent  with  the  ProPAC 
recommendations  that  Congress  give  a  bit  more  revenue  to  those 
hospitals  that  seem  to  be  doing  a  little  worse  under  PPS.  My  num- 
bers and  presumably  the  numbers  calculated  by  ProPAC  which  led 
to  their  recommendation  seem  to  be  very  much  in  line. 

We  can  now  turn  to  exhibit  5.  Exhibit  5,  on  the  far  right  column 
that  I  have  bracketed  with  the  number  1,  provides  my  estimate  of 
margins  of  the  State  level. 

I  make  no  pretense  that  my  State  estimates  are  entirely  accu- 
rate. By  the  time  you  get  down  to  State  level  estimates  the  preci- 
sion of  the  model  is  not  as  good  as  one  would  like. 

On  the  other  hand,  if  we  look  at  Alaska,  California,  and  Wash- 
ington margins— Alaska  with  a  minus  28.3  percent  margin,  Califor- 
nia with  a  minus  18.6  percent  margin,  and  Washington,  DC  with  a 
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minus  24.9  percent  margin — when  you  look  behind  these  estimates 
what  you  see  is  that  hospitals  in  these  States  had  high  initial  cost 
structures  when  PPS  was  initiated.  Across  the  States  hospitals  in 
high-cost  States  have  not  been  able  to  decrease  their  costs  enough 
to  fully  cushion  themselves  as  we  have  moved  to  full  national 
rates. 

Chairman  Stark.  Excuse  me,  now. 
Mr.  DoBSON.  Yes. 

Chairman  Stark.  Is  there  any  correlation  in  those  numbers  with 
occupancy  by  any  chance? 

Mr.  DoBSON.  I  have  not  conducted  those  analyses,  but  my  guess 
is  

Chairman  Stark.  Could  you  push  a  button  or  two  on  your  Mac- 
intosh and  get  those  for  me? 
Mr.  DoBSON.  That  is  something  that  could  be  done,  yes. 
Chairman  Stark.  I  would  appreciate  it.  Thanks. 
[The  following  was  subsequently  received:] 
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April  18,  1989 


The  Honorable  Forcney  H.  Stark 
Chairman 

Subcommittee  on  Health 

Committee  on  Ways  and  Means 

U.S.  House  of  Representatives 

1114  Longworth  House  Office  Building 

Washington,  D.C.  20515-6349 

Dear  Mr.  Chairman: 

Purpose 

During  your  Subcommittee  Hearing  of  March  1,  1989  you  asked  that  I  put 
together  an  analysis  of  how  occupancy  rates  affect  Medicare  case  costs.     My  staff 
and  I  have  conducted  a  brief  analysis  of  this  issue.     In  particular,  I  asked  two 
questions : 

(1)  "Do  changes  in  occupancy  rates  over  time  (PPS  Year  2  to  PPS  Year  3) 
influence  the  annxial  rate  of  change  in  Medicare  case  costs?"  and 

(2)  Within  a  given  year  (PPS  Year  3)  "How  do  occupancy  rates  influence  the 
level  of  Medicare  case  costs?" 


That  is,  I  wanted  to  determine  the  extent  to  which  the  rate  of  change  in 
Medicare  hospital  case  costs  from  one  year  to  the  next  is  affected  by  the  corre- 
sponding rate  of  change  in  occupancy  rates  and  alternatively,   I  wanted  to  deter- 
mine if  the  level  of  Medicare  hospital  case  cos;s  across  hospitals  is  affected  by 
occupancy  levels  in  these  hospitals. 

Methodology 

I  used  information  from  the  Medicare  cost  reports  (MCR)  for  PPS  Years  2  and 
3.     From  this  data  I  calculated  the  rate  of  change  in  Medicare  costs  per  case 
from  PPS  Year  2  to  PPS  Year  3  for  the  4282  hospitals  for  which  I  had  data  for 
both  years.     I  also  calculated  the  level  of  Medicare  case  costs  for  PPS  Year  3 
for  5003  hospitals.     (When  only  one  year  of  data  was  required,   I  have  complete 
data  for  more  hospitals.) 

I  then  used  one  statistical  model  to  link  percent  change  in  Medicare  hospi- 
tal case  costs  for  each  hospital  to  a  series  of  "explanatory"  variables,  and  an- 
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other  statistical  model  to  link  PPS  Year  3  Medicare  hospital  case  costs  to  a 
series  of  explanatory  variables.     The  explanatory  variables  used  included: 

a)  Occupancy  rates  (%  change  and  level) ; 

b)  a  Medicare  case  mix  index  (CMI)   (%  change  and  level); 

c)  Medicare  days  as  a  fraction  of  all  hospital  days  (%  change  and  level); 

d)  beds  per  hospital  in  PPS- 3; 

e)  teaching  payments  as  a  percentage  of  Medicare  payments  in  PPS-3; 

f)  outlier  payments  as  a  percentage  of  Medicare  payments  in  PPS-3; 

g)  disproportionate  share  payments  as  a  percentage  of  Medicare  payments  in 
PPS-3; 

h)  area  wage  index  for  1987;  and 

i)  an  urban/rural  indicator. 


Rate  of  Change  Findings 

A  key  question  underlying  the  debate  in  Medicare  PPS  payment  policy  is: 
"Why  have  Medicare  hospital  case  costs  been  rising  on  the  order  of  10%  per  year 
since  the  introduction  of  Medicare  PPS?"    One  possible  explanation  is  changes  in 
occupancy  rates.     Table  1  contains  AHA  occupancy  rate  data  for  1985  and  1986  (as 
taken  from,   the  June  1989  ProPAC  report,  p.   50),  and  our  estimate  of  occupancy 
rates  for  PPS  Year  2  and  PPS  Year  3  as  derived  from  MCR  data.      (See  Appendix  A 
for  detail  of  MCR  estimates.) 


Table  1 

Hospital  Industry  Occupancy  Rate  Measures 


AHA  (ProPAC)   MCR  

Level        Change  Level  Change 

1985  (PPS  Year  2  63.6  59.7 

1986  (PPS  Year  3)  63.4  -0.2  60.4  0.7 


Both  sets  of  estimates  indicate  that  occupancy  rates  were  relatively  stable  over 
this  time  period.     However,  because  occupancy  rates  declined  substantially  during 


85 


the  early  eighties  and  have  changed  differently  one  hospital  to  another,   it  is 
important  to  determine  how  sensitive  rates  of  increase  in  costs  are  to  changes  in 
occupancy  rates . 

I  found  that  for  every  1  percentage  point  increase  in  the  occupancy  rate 
(from  PPS-2  to  PPS-3)  Medicare  costs  per  case  fall  by  0.18%.     Using  the  occupancy 
rate  estimates  from  Table  1,   I  found  that  the  PPS-2  to  PPS-3  change  in  occupancy 
rate  accounted  for  either  a  0.04%  increase  in  costs  (using  the  AHA  -  ProPAC 
numbers)  or  a  0.13%  decrease  in  costs  (using  the  MCR  numbers).     Given  an  overall 
cost  increase  of  10%,   I  conclude  that  changes  in  occupancy  rates  are  not  strongly 
related  to  the  recent  increases  in  Medicare  hospital  case  costs. 

The  analysis  showed  that  other  factors  had  a  more  significant  impact  on  the 
change  in  Medicare  case  costs.     In  particular,   the  percent  change  in  the  Medicare 
CMI ,   the  percent  change  in  Medicare  days  as  a  percent  of  all  days  and  outlier 
payments  as  a  percent  of  Medicare  payments  were  all  positively  correlated  to  cost 
growth.     The  number  of  beds  per  hospital  was  negatively  related  to  changes  in 
costs.     Other  variables  described  above  did  not  have  a  significant  impact  on  the 
change  in  costs. 

The  analysis  also  showed  that  the  effect  of  changes  in  occupancy  rates  on 
changes  in  costs  was  greater  for  smaller  and  more  rural  hospitals  than  for  larger 
and  more  urban  hospitals.     For  every  one  percentage  point  increase  in  occupancy 
rates  for  small  hospitals  (under  50  beds) ,  Medicare  costs  per  discharge  would 
fall  0.61%  (i.e.,  a  little  over  three  times  the  total  hospital  average).  Con- 
versely,  the  model  showed  that  the  change  in  cost  for  large  hospitals  due  to  the 
change  in  occupancy  rates  was  not  statistically  significant.     For  rural  hospi- 
tals,  a  one  percentage  point  increase  in  the  occupancy  rate  would  reduce  costs  by 
0.22%.     For  urban  hospitals,   the  corresponding  cost  reduction  would  be  0.11%. 
These  findings  suggest  that  changes  in  volume  pose  more  risk  for  the  smaller 
hospital,  especially  those  hospitals  with  less  than  50  beds. 

Level  Findings  ^ 

The  above  analysis  indicates  that  the  rate  of  change  in  occupancy  rates  from 
one  year  to  the  next  is  not  a  powerful  explanatory  factor  of  the  10%  annual  cost 
increases  recently  experienced  by  the  hospital  industry.     Another  question, 
however,   is  the  degree  to  which  differences  in  occupancy  rate  levels  across 
hospitals  within  a  given  year  can  explain  differences  in  case  cost  levels  across 
hospitals . 

Testing  this  question  with  our  statistical  model  I  found  that  a  one  percent- 
age point  increase  in  occupancy  rates  within  a  given  year  (PPS-3)  was  associated 
with  a  $7.24  reduction  in  cost  per  case,  which  is  roughly  a  0.2%  decrease.  That 
is,   if  hospitals  increased  their  occupancy  rate  by  5-10%,  case  costs  would 
decrease  on  the  order  of  1-2%.     But,   this  would  represent  only  a  one  time  savings 
because  occupancy  rates  cannot  continue  to  increase  indefinitely.     Note  as  well 
that  a  rather  dramatic  change  in  occupancy  rates  still  would  not  eradicate  the 
ten  percent  per  year  case  cost  increases  currently  being  experienced  by  the 
hospital  industry. 
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In  the  level  analysis,   I  also  found  that  the  Medicare  case  mix  index,  the 
wage  index,   teaching,  outliers,  disproportionate  share  cases,  and  bed  size  in- 
creased case  costs,  while  Medicare  days  and  rural  location  were  associated  with 
lower  case  costs. 

As  with  the  rate  of  change  analysis,   the  level  analysis  found  that  small  and 
rural  hospitals  are  much  more  sensitive  to  differences  in  occupancy  rates  than 
are  large  and  urban  hospitals. 


Discussion 

I  conclude  that  changes  in  the  occupancy  rate  account  for  only  a  small  pro- 
portion of  the  percent  change  in  Medicare  case  costs.     Other  cost  and  utilization 
factors,  such  as  the  Medicare  CMI  and  the  Medicare  fraction  of  days  in  each 
hospital,   are  more  important  indicators  in  explaining  changes  in  Medicare  case 
costs.     Within  a  given  year,   I  note  that  a  ten  percentage  point  increase  in 
occupancy  rates  is  associated  with  about  a  2%  decrease  in  Medicare  case  costs. 
That  is,   if  the  industry  dramatically  increased  its  occupancy  rates,   there  might 
be  a  one  time  savings  of  about  2%.     This  savings,  while  important,  would  be 
difficult  to  achieve  and  would  not  influence  year  to  year  cost  increases  except 
in  the  year  the  occupancy  rate  increase  occurred. 

These  findings  are  consistent  with  my  understanding  of  the  hospital  cost 
function  literature^.     They  suggest  that  the  cost  of  an  empty  bed,   especially  if 
"mothballed" ,   is  relatively  small.     This  seems  reasonable  given  that  capital 
costs  are  only  about  7%  of  hospital  costs.     Wages,   salaries,  and  supplies  make  up 
the  bulk  of  hospital  costs,  and  all  of  these  expenses  depend  upon  the  actual 
workload  the  hospital  faces.     That  is,   the  variable  cost  of  a  given  hospital  stay 
represents  a  relatively  high  proportion  of  the  average  case  cost.     This  being  the 
case  it  may  be  unrealistic  to  expect  increases  in  occupancy  rates  to  dramatically 
influence  the  cost  structure  of  the  hospital  industry. 

While  I  am  relatively  certain  that  the  general  direction  of  my  findings  is 
correct,   the  study  I  conducted  was  not  extensive  as  it  was  conducted  with  limited 
resources  and  over  a  fairly  short  time  frame.     To  this  extent,   I  caution  you  to 
take  these  results  as  preliminary  and  indicative  rather  than  in  any  way  defini- 
tive. 


Ipor  example,  another  study  using  early  1980 's  AHA  data  on  all  payers  found 
that  a  one  percentage  point  increase  in  occupancy  rate  led  to  a  0.23%  decrease  in 
cost  per  case,  roughly  what  I  found  using  Medicare  Cost  Report  data.     See  Thorpe, 
K.E.   "Why  are  Urban  Hospital  Costs  so  High?",  Health  Services  Research  v. 22 
(February  1988),  pp.  821-835. 
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If  you  wish  to  discuss  these  findings  please  give  me  a  call 

Sincerely, 


Allen  Dobson,  Ph.D. 

AD/afh 
Enclosure 
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OCaiPANa  RATES 

FOR  HOSPITAL 

GROUPS 

FROM  PPS2  TO  PPS3 

OCCUPANa 

OCCUPANCY 

rtiAurc  iki 

PPS2 

PPS3 

ALMS  AHA 

0.5368 

0.5670 

J  .oc 

0.5595 

0.4785 

1*»  .  HO 

ARIZONA 

0.5968 

0.6243 

I.  ATI 

0.5406 

0.5504 

1 .81 

V<ML  I  rUKH  In 

0.5977 

0.6106 

^-  lO 

0.5434 

0.5578 

£.00 

rr*ikicrT  i  n  it 

0.7046 

0.6903 

UcLAWAKt 

0.6869 

0.7310 

UASHINGiuN  U.C. 

0.7855 

0.8032 

2.25 

FLOR IDA 

0-6089 

0.6003 

-1.41 

ncmr  T  a 

UCUKui  M 

0.5919 

0.5874 

-u.  fo 

HAUAI I 

0.6848 

0.7235 

3-66 

IDAHO 

0.5004 

0.4989 

-0.31 

ILLINOIS 

0.5748 

0.5929 

3.  ID 

tkim  AM  A 

INUl  ANA 

0.5679 

0.5694 

O.Zo 

lOUA 

0.4701 

0.4648 

-1.13 

KANSAS 

0.4613 

0.4653 

0.86 

KENTUCKY 

0.6169 

0.5876 

-4.74 

LOUISIANA 

0.5620 

0.5246 

-6.67 

MAINE 

0.5794 

0.6266 

8.15 

MARY LAM) 

0.6776 

0.7252 

7.02 

MASSACHUSETTS 

0.7121 

0.6619 

-7.06 

MICHIGAN 

0.6272 

0.6160 

-1.79 

MINNESOTA 

0.5170 

0.5074 

-1.86 

MISSISSIPPI 

G.5751 

0.5574 

-3.08 

MISSOURI 

0.5861 

0.5874 

0.21 

MONTANA 

0.4830 

0.4770 

-1.24 

NEBRASKA 

0.4664 

0.4592 

•1.54 

NEVADA 

0.4755 

0.4966 

4.86 

NEW  HAMPSHIRE 

0.5957 

0.6093 

2.28 

NEW  JERSEY 

0.7263 

0.7592 

4.52 

NEW  MEXICO 

0.5506 

0.5278 

-4. 14 

HEU  YORK 

0-7933 

0.7678 

-3.21 

NORTH  CAROLINA 

0.6128 

0.6646 

8.45 

NORTH  DAKOTA 

0.5379 

0.5292 

-1.63 

OHIO 

0.5999 

0.5978 

-0.36 

OKLAHOMA 

0.5229 

0.5239 

0.20 

CREGCM 

0.5163 

0.4877 

-5-54 

PENNSYLVANIA 

0.6689 

0.6728 

0-58 

RHGDE  ISLAND 

0.7410 

0.7327 

-1.11 

SOUTH  CAROLINA 

0.6496 

0.6571 

1.15 

SOUTH  DAKOTA 

0.4598 

0.4607 

0.19 

TENNESSEE 

0.5997 

0.5899 

-1.62 

TEXAS 

0.5225 

0.5139 

-1.64 

UTAH 

0.5499 

0.5293 

-3.75 

VERMONT 

0.5617 

0.5699 

1.45 

VIRGINIA 

0.6257 

0.6364 

1.72 

WASHINGTON 

0.5490 

0-5505 

0.27 

WEST  VIRGINIA 

0-5677 

0-5587 

-1.58 

WISCONSIN 

0.5141 

0-5164 

0.46 

WYCMING 

0.4066 

0-4116 

1.21 
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CGMPARISON  Of  OCCJPMa  RATES  FOR  HOSPITAL  GROUPS 
FROM  PPS2  TO  PPS3 


DESCRIPTION 


OCCUPANCY 
PPS2 


XCUPAMCY 
PPS3 


PERCENT 
CHANGE  IN 
OCCUPANCY 


ALL  HOSPITALS 


0.5971 


0.6040 


1.15 


URBAN 

AGGREGATE  0.6J43  0.6431  1.39 

<  100  BEDS  0.4712  0.4791  1.69 
101-404  BEDS  0.6146  0.6171  0.41 
405-684  BEDS  0.6890  0.7058  2.44 
685*  BEDS  0.7045  0.7370  4.61 

RURAL 

AGGREGATE  0.4824  0.4759  -1.35 

<  100  BEDS  0.4067  0.3949  -2.90 
100-169  BEDS  0.5022  0.4942  -1.59 
170*  0.5782  0.5835  0.92 

NEW  ENGLAND  0.6900  0.6634  -3.86 

NID  ATLANTIC  0.7007  0.7295  4.11 

SOUTH  ATLANTIC  0.6197  0.6315  1.91 

EAST  NORTH  CENTRAL  0.5859  0.5873  0.25 

EAST  SOUTH  CENTRAL  0.5841  0.5754  -1.50 

WEST  NORTH  CENTRAL  0.5216  0.5179  -0.71 

WEST  SOUTH  CENTRAL  0.5327  0.5223  -1.95 

MOUNTAIN  0.5434  0.5441  0.13 

PACIFIC  0.5859  0.5961  2.09 

MAJOR  TEACHING  0.7504  0.7633  1.72 

OTHER  TEACHING  0.6665  0.6671  0.09 

NON  TEACHING  0.5543  0.5876  6.01 

CHURCH  0.6287  0.6396  1.72 

NOT-FOR-PROFIT  0.6215  0.6313  1.59 

PROPRIETARY  0.5240  0.5150  -1.71 

GOVER»MENT  0.5269  0.5382  2.15 


DISPRO.  SHARE 
NOT-OISPRO  SHARE 


0.6893 
0.5993 
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Mr.  DoBSON.  Now,  a  while  back  we  wondered  why  some  hospitals 
do  better  than  others.  You  will  note  that  I  have  estimated  10.1  per- 
cent PPS  year  7  margins  for  New  York.  That  is  probably  too  high. 

On  the  other  hand,  I  note  that  New  York  has  a  high  share  of 
indirect  medical  adjustments,  a  high  share  of  disproportion  adjust- 
ments, a  high  share  of  outliers,  and  a  relatively  low-cost  structure. 

A  while  ago  you  asked  Dr.  Altman  why  some  hospitals  did  better 
than  others.  In  New  York,  at  least  we  find  that  the  factors  Dr. 
Altman  mentioned  contains  high  margins  in  spades,  I  believe  this 
is  so,  because  the  things  that  work  within  the  PPS  to  cushion  PPS 
financial  impact  seem  to  come  together  in  New  York  for  high  mar- 
gins. 

Mr.  Berman.  Plus  a  higher  occupancy. 

Mr.  DoBSON.  Which  we  will  check  when  we  push  the  button  on 
the  Macintosh. 

In  exhibit  7,  I  provide  distributional  data  around  my  PPS  year  7 
estimates.  The  only  point  I  want  to  make  here  is  that,  if  you  look 
at  urban  hospitals  where  I  have  the  minus  12.37  percent  circled,  I 
estimate  that  half  the  urban  hospitals  will  do  better  than  minus 
12.4  percent,  and  half  the  urban  hospitals  will  do  less  well. 

And  I  note  by  the  time  you  get  to  the  10th  percentile — which 
means  that  10  percent  of  the  hospitals  would  do  worse — I  have  a 
minus  50  percent.  That  could  be  a  result  of  bad  data,  it  could  be  a 
lot  of  things,  but  it  does  suggest  that  margins  are  pretty  widely 
spread. 

On  exhibit  7,  I  provide  percentiles  for  States.  I  have  underlined 
California,  not  to  pick  on  California,  but  rather  to  make  the  point 
that  you  find  a  great  deal  of  spread  around  overall  margin  esti- 
mates. Here  we  see  a  median  estimate  of  17.9  percent — again  this 
means  that  half  the  hospitals  would  do  better,  and  half  the  hospi- 
tals would  do  worse — and  a  minus  61  percent  or  lower  for  the 
worst  10  percent  of  California  hospitals. 

Again,  these  low  performing  could  reflect  outlier  data,  but  there 
probably  are  a  few  hospitals  in  California  that  will  not  do  terribly 
well  by  PPS  year  7. 

Exhibit  8  is  a  very  complicated  table,  but  what  I  want  to  say 
about  it  is  very  simple.  If  States  start  hospitals  with  high  initial 
hospital  costs — that  is  a  high  hospital  specific  payment  proportion 
under  the  prospective  payment  system — what  tends  to  happen  is 
that  hospitals  in  these  States  typically  will  not  be  able  to  cut  their 
costs  enough  to  be  profitable  under  a  national  PPS  rate  structure. 

My  estimate  of  PPS  year  3  margins  for  these  types  of  States  indi- 
cate that  they  will  do  very  poorly.  That  is,  those  States  with  hospi- 
tals that  start  with  high  initial  costs  do  not  do  well  under  prospec- 
tive payment. 

Second,  I  have  looked  at  the  rate  of  increase  of  State  average 
hospital  costs  between  PPS  year  1  and  PPS  year  3,  that  is  the 
second  column  of  exhibit  8,  and  what  I  find  is  that  the  hospitals 
that  started  with  high  costs  at  the  State  level  have  not  necessarily 
been  able  to  cut  their  costs  better  than  those  that  had  low  costs. 

I  think  that  is  a  disturbing  finding.  Basically,  it  says  there  are 
some  fundamental  underlying  reasons  why  costs  are  moving  the 
way  they  are  that  seem  to  be  pretty  powerful,  and  resistant,  at  the 
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State  level  at  least,  to  many  of  the  kinds  of  incentives  in  prospec- 
tive payment. 

Exhibit  9,  I  have  underlined  two  lines.  The  line  titled  TEFRA  cu- 
mulative costs,  the  top  line  that  says  72.3  percent,  represents  the 
total  cumulative  rate  of  increase  in  case  costs  that  I  estimate 
through  the  first  7  years  of  prospective  payment. 

The  line  below  that,  where  I  have  TEFRA  cumulative  revenues, 
is  my  estimate  of  the  cumulative  rate  of  increase  in  case  revenues 
through  the  end  of  year  of  the  program. 

As  we  have  heard  many  times,  at  the  very  start  of  the  program 
case  revenues  rose  more  rapidly  than  case  costs.  The  increase  be- 
tween TEFRA  and  PPS-1,  using  ProPAC  numbers,  is  18.7  percent 
for  case  revenues,  while  case  costs  rose  only  2.2  percent. 

That  is  why  we  see  the  very  high  margins  in  the  first  few  years 
of  PPS. 

On  the  other  hand,  if  you  look  at  the  unshaded  lines,  the  ones 
that  I  do  not  have  bolded,  what  we  see  is  that  since  the  period 
PPS-1  to  PPS-2,  costs  have  risen  uniformly  faster  than  case  reve- 
nues. 

Why?  I  am  not  sure,  but  I  think  it  is  a  pretty  clear  fact  that  that 
has  been  the  case.  The  ProPAC  testimony  highlighted  that  as  well. 

It  is  sort  of  like,  what  have  you  done  for  me  lately,  in  terms  of 
how  you  look  at  the  information  in  exhibit  9.  That  is  why  I  present 
both  sets  of  lines.  You  can  get  very  different  impressions  of  what  is 
happening  to  the  relative  relationships  of  revenues  and  costs,  de- 
pending on  which  base  period  you  use. 

My  final  exhibit  lists  a  series  of  pressures  for  lower  and  higher 
hospital  costs.  I  put  this  list  together  for  Mrs.  Johnson  after  the 
August  1  Budget  Committee  testimony.  I  have  refined  this  list 
somewhat  since  then.  I  will  just  leave  this  list  with  you  as  specula- 
tion on  why  hospital  costs  have  risen. 

To  conclude,  there  are  many  assumptions  that  underlie  the  very 
complex  margin  estimation  models  that  I  and  ProPAC  have  built. 

Given  the  4  years  of  baseline  cost  data,  and  reasonable,  I  hope, 
revenue  assumptions,  it  is  pretty  clear  that  we  have  put  increasing 
financial  pressure  on  hospitals  through  time.  Hospital  margin  esti- 
mates vary  widely  across  types  of  hospitals,  and  more  importantly, 
or  perhaps  equally  as  important,  across  geographic  areas.  It  is  not 
clear  to  me  that  that  resultant  margin  differences  across  geograph- 
ic areas  are  due  to  efficiency.  Practice  pattern  variation  may  be  the 
culprit. 

States  with  hospitals  with  high  initial  cost  structures  will  prob- 
ably not  be  able  to  protect  themselves  as  we  move  into  the  seventh 
year  of  PPS. 

Finally,  there  are  apparently  numerous  reasons  why  hospital 
costs  have  risen.  I  do  not  think  society  or  the  industry  has  as  yet 
actually  determined  what  those  reasons  are.  It  is  very  hard  to  un- 
derstand why  hospital  costs  have  gone  up  10  percent  a  year,  rela- 
tive to  the  revenues,  about  5  percent  a  year. 

Thank  you. 

[The  statement  of  Allen  Dobson  follows:] 
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ESTIMATING  MEDICARE  OPERATING  MARGINS  UNDER  THE  MEDICARE 
PROSPECTIVE  PAYMENT  SYSTEM 

SAYS  AND  MEANS  HEALTH  SUBCOMMITTEE 

TESTIMONY  OF  ALLEN  DOBSON,  PH.D. 

MARCH  I,  1989 


OVERVIEW 

I  appreciate  your  invitation  to  testify  this  morning  as  an  independent  wit- 
ness on  the  subject  of  hospital  margins  under  the  Medicare  Prospective  Payment 
System  (EPS).     I  was  the  Research  Director  for  the  Health  Care  Financing  Adminis- 
tration (HCFA)  where  I  participated  in  the  design,   implementation  and  evaluation 
of  Medicare  PPS .     I  am  currently  a  Principal  with  the  Consolidated  Consulting 
Group  (CCG)  --  a  healthcare  consulting  firm  located  in  Washington,  D.C.    Most  of 
my  work  deals  with  hospital  and  physician  payment  issues  for  private  sector 
clients . 

Today  I  will  present: 

(1)  A  series  of  assumptions  underlying  projections  of  Medicare  Operating 
Margins  conducted  by  the  Consolidated  Consulting  Group  (CCG) ; 

(2)  General  trends  for  National  Medicare  Operating  Margins  for  PPS  Years 
1-7; 

(3)  Details  of  these  trends  in  Medicare  Operating  Margins  by  winners  and 
losers  for  PPS  Years  1-7; 

(4)  A  comparison  of  pre-PPS  hospital  relative  payment  levels,  hospital  cost 
increases,  and  Medicare  Operating  Margins  at  the  state  level; 

(5)  Statistics  on  the  behavior  of  overall  Medicare  per  case  costs  and 
revenue  increases  since  the  introduction  of  PPS;  and 

(6)  Speculation  on  why  hospital  costs  are  rising  faster  than  the  hospital 
marke  t  baske  t . 


Assumptions 

To  measure  the  financial  pressure  that  PPS  exerts  on  hospitals ,  I  use  the 
Medicare  Operating  Margin  defined  as:     PPS  operating  revenues  less  PPS  operating 
costs  divided  by  PPS  operating  revenues  ((R-C)/R).     This  definition  is  used  by 
CEO,  HCFA,  OIG  and  ProPAC . 

We  develop  Medicare  Operating  Margins,  by  calculating  per  case  revenue  and 
per  case  cost  estimates  at  the  hospital  level.     The  estimating  models  generally 
in  use  do  not  make  any  assumptions  about  hospital  behavior.     That  Is,  our  pro- 
jections assume  that  hospitals  will  continue  to  perform  in  the  future  pretty  much 
as  they  "nave  in  the  past.     We  now  have  enough  experience  with  PPS  that,  generally 
speaking,  this  assumption  should  prove  reasonable. 

Revenue  projections  are  based  on  either  existing  PPS  payment  rules  as 
established  by  the  Administration  and  Congress  or  as  in  the  case  of  PPS  Year  7, 
use  FFY  1990  Reagan  Budget  assumptions.     These  are: 

(1)  Hospital  market  basket  less  1.5  percent  (MB  -  5.85); 

(2)  A  cut  in  the  Indirect  Medical  Teaching  Adjustment  amount;  and 

(3)  Technical  corrections  which  adjust  for  changes  in  hospital  case  mix. 


Revenue  projections  are  also  adjusted  for  case  mix  increases  associated  with 
coding  changes  as  opposed  to  changes  in  patient  severity.     This  is  accomplished 
by  increasing  revenues  relative  to  costs  thus,   increasing  margin  estimates. 
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Cost  assumptions  are  mors  speculative.     I  use  detailed  Medicare  Cost  Report 
data  from  the  first  three  years  of  PPS   (referred  to  as  PPS-1  to  PES -3  Medicare 
Cost  Report  Data)  and  ovsrall  trend  information  from  preliminary  PPS -4  cost 
report  data.     Recent  cost  ir_formation  provided  by  the  American  Hospital 
Association  (AHA)  Panel  sur^/ey  suggests  that,   in  aggregate,   the  resulting  pro- 
jected rates  of  cose  increases  of  just  under  10%  per  year  are  not  unreasonable. 
To  allow  for  the  fact  that  individual  hospitals  exhibit  very  different  rates  of 
cost  growth,   I  have  blended  industry-wide  cost  increase  projections  with  hospi- 
tal-specific cost  increase  projections. 

A  computer  model  that  uses  information  from  5,000  hospitals  was  used  to 
produce  the  results  presented  today. 

Historical  and  Pro-jected  Trends 

Exhibit  1  provides  a  trend  line  of  Medicare  Operating  Margins.  Estimates 
for  the  first  three  years  are  based  on  actual  cost  and  revenue  data  taken 
directly  from  Medicare  Cost  Report  files.     These  estimates  represent  hospital 
fiscal  years  (HFY)  because  PPS  was  phased- in  by  HFY.     (Thus,  any  given  PPS  "year" 
overlaps  nearly  2  calendar  yaars . )     Estimates  for  PPS  Years  4  to  7  are  by  Federal 
fiscal  year  (FFY) .     My  PPS-4  year  estimates  are  higher  than  ProPAC's  PPS-4 
estimates  because  they  represent  a  different  accounting  time  period  (i.e,  PPS 
Year  vs .   FFY) . 

The  trend  in  margins  is  clearly  down,  resulting  in  a  margin  of  -7.2%  under 
current  law  and  -11.5%  under  the  Reagan  Budget  assumptions  for  FFY  1990.  Given 
the  evidence,   it  seesis  safe  to  assume  that  as  time  passes,  PPS  is  applying  in- 
creasing financial  pressure  to  the  hospital  industry. 

Detailed  Margins  and  Percentiles 

Exhibit  2  contains  PPS  Medicare  Operating  Margin  estimates  by  hospital  group 
and  Census  Division  for  PPS  Years  1  to  7  .     Tne  precision  of  hospital  group  esti- 
mates is  considerably  less  than  that  for  the  overall  trend  line.     These  data 
indicate  how  a  given  hospital  group  has  fared  through  time.     For  instance: 
(1)  The  "fixes"  Congress  set  in  place  for  rural  hospitals  appear  to  have  bene- 
fited rural  hospitals;    (2)  the  transition  from  blended  rates  which  reflected  some 
amount  of  each  hospital's  actual  costs  to  full  national  prospective  payment  rates 
has  moved  regional  margins  further  apart;   and  (3)  the  Reagan  budget  proposal  to 
reduce  the  indirect  teaching  adjustment  reduces  the  protection  that  teaching 
hospitals  received  under  PPS  during  the  early  years. 

Exhibit  3  shows  the  degree  to  which  winner  and  loser  hospitals  exist  for  any 
given  PPS  year.     For  instance,    in  PPS  Year  6  (FY  1989),  the  payment  year  we  are 
currently  in,  half  of  the  Nation's  hospitals  are  projected  to  lose  4.9%  or  more 
(the  median  value)  and  25%  of  the  Nation's  hospitals  are  projected  to  lose  21.3% 
or  more  (the  25th  percentile).     An  interesting  aspect  of  this  table  is  that  10% 
of  the  Nation's  hospitals  (the  90th  percentile)  show  high  margins  for  each  year 
of  PPS  implementation.     Note  that  even  in  PPS  Year  7,   the  top  10%  of  hospitals 
are  earning  18.9%. 

Exhibits  4  and  5  present  detailed  PPS  Year  7  (FFY  1990)  Medicare  Operating 
Margin  estimates  by  hospital  group  and  by  state.     The  exhibits  indicate  that 
Medicare  Operating  Margins  vary  considerably  by  hospital  group,  Census  Division 
and  state.     As  noted  above,   detailed  estimates  are  not  as  accurate  as  overall 
estimates.     This  is  especially  true  for  the  state-level  estimates  of  small  states 
contained  in  Exhibit  5.     However,   I  am  comfortable  concluding  that  by  PPS  Year  7, 
that  nearly  all  groups  of  hospitals  will  have  a  negative  Medicare  operating 
margin  (see  Exhibit  4)  and  that  the  impact  of  PPS  will  be  highly  uneven  across 
states  (Exhibit  5) . 

Exhibits  6  and  7  expand  on  this  theme  by  providing  detailed  percentile 
information  by  hospital  group  and  by  state.     Exhibit  6,   for  instance,  indicates 
that  by  FY  1990,  half  of  the  Nation's  urban  hospitals  could  have  a  Medicare 
Operating  .Margin  of  less  than  -12.4  and  25%  of  the  Nation's  urban  hospitals  could 
have  a  Medicare  Operating  Margin  of  less  than  -28.3%  under  the  FFY  1990  Reagan 
Budget  assumptions.     The  conclusion  to  be  drawn  from  these  percentile  estimates 
is  that  considerable  variation  will  likely  exist  around  a  given  hospital  group's 
average  operating  margin  during  PPS  Year  7.     Exhibit  7  indicates  that  individual 
states  will  also  have  a  wide  range  of  winner  and  loser  hospitals   (see  California 
for  instance) . 


-  2  - 
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Hospital  Specific  Payment  Rates.  Hospital  Cost  Increases,  and  Medicare  Operating 
Margins  at  the  State  Level 

Exhibit  8  presents  state-level  data  on  the  hospital-specific  payment  amounts 
used  when  PPS  was  Initially  phased-in  (inflated  to  PPS  Year  3  levels).  The 
hospital-specific  payment  amounts  reflect  hospital's  relative  cost  levels  prior 
to  PPS.     Exhibit  8  also  shows  hospital  annual  compound  rate  of  cost  Increases 
over  the  first  three  years  of  PPS  and  PPS  Year  3  and  PPS  Year  7  margin  estimates. 
This  table  ranks  each  variable  from  lowest  to  highest.     All  variables  are 
case -weighted.     The  relationship  of  these  variables  is  very  informative.  Using 
estimates  of  how  well  one  set  of  variable  rank  orders  relates  to  another 
variable's  rank  orders,  the  following  is  noted  at  the  state  level: 

•  Hospital-specific  amounts  are  not  well  correlated  with  PPS  Year  3 
margins,  but  are  highly  negatively  correlated  with  PPS  Year  7  margins 
(this  by  far  is  the  strongest  finding) ; 

•  Hospital-specific  amounts  are  not  highly  correlated  to  PPS-1  to  PPS-3 
cost  increases; 

•  PPS-1  to  PPS-3  cost  Increases  are  negatively  correlated  with  PPS  Year  3 
and  Year  7  margins;  and 

•  PPS  Year  3  margins  and  PPS  Year  7  margins  are  highly  correlated. 


I  conclude  from  these  findings  that  hospitals  in  states  with  high  average 
initial  cost  levels  were  not  able  to  fully  protect  themselves  through  cost- 
cutting  activities  as  PPS  was  phased-in. 

Exhibit  8  data  indicate  that  a  PPS  payment  system  based  on  full  national 
rates  may  be  an  ineffective  cost  control  system  to  the  degree  that  it  is 
ultimately  perceived  as  inequitable  in  its  results.     That  is,  by  the  end  of  it's 
third  year  of  operation,  PPS  had  not  been  able  to  affect  the  fundamental  cost 
structure  of  the  industry  across  states.     In  retrospect,  I'm  not  sure  we  knew 
enough  about  why  hospital  case  costs  vary  at  the  state  (hospital)  level  to 
justify  the  use  of  full  national  rates.     While  fine-tuning  PPS  with  urban-rural 
equity  provisions,  a  complex  system  of  outlier  pajrments  and  the  like  partially 
corrects  for  basic  cost  differences  across  geographic  areas,  the  evidence  sug- 
gests that  total  reliance  on  National  Federal  rates  will  lead  to  dramatically 
different  financial  results  for  the  Nation's  hospitals.     I  would  note  in  passing 
that  the  financial  incentives  and  savings  of  a  prospective  payment  system  could 
be  achieved  under  a  PPS  that  retained  some  amount  of  hospital-specific  payment  in 
Its  rate  structure. 

Underlying  Cost  and  Revenue  Behavior 

Exhibit  9  Indicates  two  views  of  the  cvimulative  growth  rates  for  cost  and 
revenue  variables  In  the  context  of  PPS.     One  set  of  growth  rates  (the  TEFRA 
rates)  starts  with  the  year  before  PPS  and  accumulates  percent  changes  for  a 
given  variable  to  PPS  Year  7.     The  other  set  of  growth  rates  (the  PPS  rates) 
starts  with  the  first  year  of  PPS.    As  with  Exhibit  1  margin  estimates,  the  data 
for  PPS-1  to  PPS-3  are  by  PPS  year  and  the  data  for  PPS  Year  4  and  above  are  for 
FFY.     The  TEFRA  cumulative  growth  rates  Indicate  that  PPS  revenues  were  Initially 
high  relative  to  costs.     PPS  revenues  per  case  increased  18.7  percent  from  the 
year  before  PPS  (TEFRA)  to  PPS-1.    This  means  that  35.7%  of  overall  PPS  cumula- 
tive revenue  Increases  of  52.4%  come  very  early  in  the  program.     Cost  increases 
have  been  more  evenly  distributed  over  the  years  of  PPS  operation.     By  PPS  Year  5 
(FFY  1988)  ,  cumulative  costs  are  close  to  cumulative  revenues  and  by  FFY  1989 
cumulative  costs  are  greater  than  cumulative  revenues. 

The  PPS  cumulative  growth  rates  indicaf"  how  cost  have  grown  relative  to 
revenues  after  PPS.     These  rates  show  that  ciimulative  cost  increases  have  widely 
outstripped  cumulative  revenue  increases  from  PPS-1  forward.     This  is  why  PPS 
margins  have  fallen  so  steadily  over  time. 

Factors  Underlying  Hospital  Cost  Increases 

A  key  question  underlying  the  above  statistics  is  "Why  are  hospital's  costs 
increasing  as  they  are?"     Exhibit  10  contains  a  list  of  factors  thought  to  in- 
fluence hospital  costs.     This  list  of  variables  suggests  that  a  very  complicated 
set  of  phenomena  impact  upon  hospital  cost  structures.     I  suspect  that  ProPAC, 
AHA  and  others  will  devote  considerable  effort  in  the  future  to  determining  the 
relative  impact  of  these  types  of  causal  factors  on  hospital  cost  structures. 

-  3  - 
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One  thing  I  would  like  to  point  out  after  numerous  discussions  with  hospital 
managers,   is  that  once  hospital  managers  adjust  to  PPS  cost-cutting  incentives, 
their  ability  to  continue  cost -cutting  is  diminished.     There  are  only  so  many 
ways  to  cut  computer  budgets,  adjust  staff  mixes,  cut  computer  budgets  and 
otherwise  reduce  unnecessary  overhead.     Once  these  steps  are  taken,  continued 
cost  reductions  are  more  difficult  to  achieve.     This  is  particularly  true  for 
those  cost-cutting  procedures  that  involve  multi-year  contracts. 

Conclusion 

•  Projections  of  Medicare  Operating  Margins  depend  upon  a  variety  of 
assumptions  and  current  projection  models  assume  that  hospitals  will 
behave  in  the  future  as  they  have  in  the  past.     Cost  are  more  difficult 
to  project  than  revenues. 

•  Given  four  years  of  baseline  cost  data,  it  seems  clear  that  as  time 
passes,  PPS  is  placing  increasingly  more  financial  pressure  on 
hospitals.     Hospital  costs  are  currently  rising  faster  than  hospital 
revenues.     If  this  imbalance  is  not  eventually  corrected,   the  financial 
solvency  of  many  good  institutions  will  be  jeopardized. 

•  Hospital  margin  estimates  vary  widely  across  types  of  hospitals  and 
geographic  areas  and  for  every  given  class  of  hospitals,  there  is  wide 
variation  of  winners  and  losers  around  the  class  average.  These 
differences  are  not  necessarily  related  to  efficiency. 

•  Hospitals  with  high  initial  costs  apparently  have  not  been  able  to 
protect  themselves  with  effective  cost-cutting  strategies  as  PPS  has 
been  phased- in.     This  has  resulted  in  veiry  uneven  hospital  margins  at 
the  state  level. 

•  There  are  numerous  possible  reasons  why  hospital  costs  are  rising  so 
rapidly,   and  careful  study  is  required  to  pinpoint  the  exact  causes  in 
order  that  corrective  action  may  be  taken.     It  may  be  unrealistic  to 
expect  hospitals  to  continually  decrease  rates  of  cost  increases  after 
initial  reductions  have  been  achieved. 
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EXHIBIT  2 

MEDICARZ  CASE-UEIGHTED  OPERATING  MARGINS 
ALL  HOSPITALS  BY  HOSPITAL  GROUP 
PPS1-PPS7 


Hospital  Group  Actual  Operating  Margin^  Projected  Operating  Margin2 

PPSl        PPS2  PPS3  PPS4        PPS5        PPS6  PPS7 


All  Hospitals 

15.0 

14,7 

8.7 

7. 

2 

2, 

,  3 

-4 

.2 

-11. 

Urban 

Aggregate 

16.3 

15.9 

9.4 

8. 

2 

2, 

8 

-3, 

,9 

-11. 

Urban  >  1  million 

17.0 

15.6 

8.7 

7. 

2 

1. 

0 

-5, 

,8 

-14. 

Other  Urban 

15.4 

16.2 

10.4 

9. 

5 

4. 

9 

-1. 

,6 

-8. 

<100  Beds 

14.5 

12.8 

7.6 

5. 

4 

2. 

1 

-4. 

,7 

-10. 

100-404  Beds 

15.1 

14.5 

8.4 

5. 

8 

0. 

2 

-6. 

.8 

-13. 

405-684  Beds 

16.6 

17.5 

10.6 

10. 

2 

4. 

,4 

-2. 

.0 

-10. 

685+  Beds 

20.  5 

20 . 6 

13.4 

16 . 

0 

10 

8 

5 

2 

-4 

Rural 

Aggregate 

8.4 

8.9 

4.7 

0. 

,4 

-1 . 

,  1 

-6 , 

.  6 

-12 . 

<100  Beds 

7.5 

6.5 

1.1 

0. 

.3 

0, 

,7 

-3. 

.7 

-9. 

100-169  Beds 

9.3 

8.8 

8.1 

-1. 

,0 

-2. 

.8 

-8. 

.7 

-14. 

170+  Beds 

8.8 

11.7 

6.0 

1. 

,1 

-2, 

,7 

-9, 

.2 

-15. 

New  England 

12  .0 

13.3 

8.5 

3, 

,4 

-0, 

,  6 

-7 , 

,  2 

-15 . 

Mid-Atlantic 

16.7 

16.8 

8.9 

15, 

,6 

14, 

,3 

8, 

,4 

0. 

South  Atlantic 

13 . 2 

14.0 

6.6 

2 , 

.  5 

-0 , 

,  9 

-8, 

.  3 

-15  . 

East  North  Central 

15.4 

14.5 

10.4 

12. 

,0 

-0, 

.8 

-7 

.6 

-15. 

East  South  Central 

10.7 

13.0 

5.7 

3, 

,2 

3, 

,1 

-2 

.9 

-8. 

West  North  Central 

16.4 

16.4 

11.2 

8 

.0 

5 

.0 

-0 

.8 

-7. 

West  South  Central 

16.9 

14.2 

8.6 

2 

.8 

-1 

.1 

-7 

.5 

-14. 

Mountain 

14.8 

18.1 

12  6 

g 

2 

5 

.6 

Pacific 

15.9 

14.4 

7.4 

2 

.1 

-2 

,0 

-9 

.0 

-16. 

Teaching 

17.7 

18.1 

11.0 

11 

.4 

5 

.7 

-0 

.7 

-10. 

Non-Teaching 

12.8 

12.0 

6.8 

3 

.2 

-0 

.9 

-7 

.4 

-12. 

Church 

15.0 

15.4 

9.6 

8 

.6 

2 

,1 

-4 

.4 

-11. 

Not-for-Profit 

16.1 

14.9 

8.7 

8 

.1 

2 

.8 

-3 

.6 

-11. 

Proprietary 

11.2 

16.2 

8.8 

2 

.5 

-0 

.3 

-8 

.1 

-13. 

Coverrunent 

11.9 

11.6 

7.1 

5 

.5 

2 

.8 

-2 

.8 

-10. 

Disproportionate  Share 

16.4 

16.4 

9.8 

11, 

.3 

7, 

.4 

0, 

.9 

-7 

Non-Disproportionate  Share 

14.3 

13.9 

8.1 

5, 

.0 

-0, 

,4 

-6, 

.9 

-13. 

^Excludes  Maryland, 

Massachusetts , 

New  Jersey, 

New  York 

and 

Puerto 

Rico. 

2Excludes  Maryland,  New  Jersey  and  Puerto  Rico. 


SOURCE:  CONSOLIDATED  CONSULTING  GROUP,  WASHINGTON,  D.C. 
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EXHIBIT  3 
coTMisai  or  opeiutinc  WXCINS/ALL  NOSPITALS 

HOSPITAL  UCIGNTED  ICAM  UC  PEKCENI IIES 
IT  TEA* 

 PERCEIITaES  

TEAH                                  10TM  «»C£I1TILE       25TH  PERCEMTILE  ICDIAM       75Tt(  P€«C£I(TILE       90TH  PttCENTUE 

PPS1                                                             -0.0747                  0.03OO  0.1130  0.1805  0.2424 

PPS2                                                              0.1077                  0.0198  0.1113  0.1876  0.2570 

PPS3                       ,                                      -0.2037                 -0.0478  0.0522  0.1343  0.2037 

ffItT                                                           -0.2489                 -0.0930  0.0352  0.1471  0.2456 

^FTBfl                                                           -0.3209                 -0.1393  0.0094  0.1395  0.2511 

ffftf                                                           -0.4198                 -0.2134  -0.0492  0.0978  0.2221 

"T90                                                           -  0.5164                 -0.2843  -  0.1087  0.0496  0.1890 


SOURCE:  CONSOLIOATEO  CONSUTINC  GHOr  PATICHT  SIMULATION  MODEL  (CCS/PSM) 
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C3f>ARISCN  Of  ICDIOl 

IRE  OPEKATIIK  OXTS,  l£V€IUES  M 

D  CASE-yEIGHTS 

NMIGINS 

TOTAL  M»  KR 

CASE  ST  NCOPITAL 

OKXf 

ICDICARE  MOSPiTALS 

FT 

1990 

HCSPITAL  UKXJP 

NLMBER  OF 

X  TOTAL 

OPERATING  COST 

REVENUES 

OPERATING 

HOSPITALS 

DISOtAJtGES 

PER  CASE 

TOTAL 

PER  CASE 

TOTAL 

MARGIN 

(IN  THOUSAtCS) 

(IN  THOUSAiCS) 

AIL  WSPITAiS 

5005 

100.0 

5.090 

50,391.000 

4.564 

45.183,600 

-  11.53f 

AGGREGATE 

2S82 

76.3 

5.624 

42.476.032 

5,042 

38,060,397 

■  11. 5X 

JSAM  >  1  MILLIW 

1305 

39.0 

6,208 

23,977.465 

5,445 

21,030,492 

-  14. Ot 

0THE8  URBAN 

1277 

37.3 

5,013 

18,499,413 

4,621 

17,052,820 

-  8.4X 

<100  B€DS 

659 

5.2 

4,566 

2,341,349 

4,128 

2.116.752 

-  10.6X 

100-404  BEDS 

1513 

44.1 

5,400 

23,549,849 

4.765 

20,780.561 

-  13. 3X 

405-684  Ba>S 

329 

20.1 

6,060 

12.059,647 

5.473 

10.891,493 

-  10.7X 

6S*  BEDS 

81 

7.0 

6,545 

4.507.765 

6.237 

4,295,635 

-  4.9X 

RURAL 
AGGKEUTE 

2423 

23.7 

3,398 

7,976.338 

3.027 

7,105.466 

•  12.2X 

<10C  BEDS 

1870 

10.9 

3,019 

3.248.968 

2,764 

2,974,544 

-  9.2X 

100-169  BEDS 

358 

6.3 

3,487 

2,178.756 

3.050 

1.905. 709 

-  14.3X 

170*  BEDS 

195 

6.5 

3,966 

2.563.488 

3.441 

2,224.146 

-  15. 2X 

ICV  ENGLAND 

202 

5.1 

5.616 

2.862,886 

4.847 

2.470.871 

-  15.8X 

HID-ATLANTIC 

396 

13.3 

5,087 

6. 698. 571 

5.121 

6,743.342 

0.6X 

SOl/TH  ATLANTIC 

667 

15.9 

4.882 

7,707.612 

4,219 

6.660,880 

•  15.7X 

EAST  MORTM  CENTRAL 

803 

19.0 

5,274 

9.916,701 

4,577 

8,606,132 

-  15.2X 

EAST  SaUTM  CENTRAL 

447 

8.9 

3.912 

3,449.544 

3,599 

3,173,545 

-  8.7X 

tfST  NORTH  CENTRAL 

772 

9.4 

4,552 

4,226,836 

4.227 

3,925,052 

■  7.6X 

k£ST  SOUTH  CENTRAL 

799 

11.8 

4,728 

5,540,9M 

4.131 

4,841,333 

-  14. 4X 

mjlTAIH 

274 

3.7 

4.623 

1.684.2S3 

4,397 

1,601,945 

-  5.U 

PAClfIC 

645 

12.8 

6,561 

8.317.457 

5.651 

7,163.839 

■  16. U 

TEACHING 

856 

38.1 

6.102 

23.010.252 

5.538 

20,883,4U 

■  10. IX 

NOM  TEACHING 

4149 

61.9 

4,472 

27.409,173 

3,965 

24,301,738 

-  12.7X 

OOiCH 

645 

20.6 

5,336 

10.897.729 

4.799 

9,801,012 

-  11. IX 

NOT -FOR- PROFIT 

2060 

50.0 

5,282 

26,160.769 

4.743 

23,491,202 

■  11.3X 

PROMIETART 

941 

13.9 

4,752 

6.5U,125 

4,173 

5,746,767 

-  13.8X 

QDVERWCNT 

1359 

15.4 

4,446 

6,792.380 

4.024 

6,147,669 

-  10.4X 

OlSPtO.  SHARE 

1108 

30.1 

5,664 

16.871.506 

5,33 

15,736,611 

-  7.2X 

■QHOISPRO.  SHARE 

3«97 

69.9 

4,839 

33.492,042 

4,255 

29,450,018 

-  13. 7X 

•    THE  tCDICARE  OPERATING  HARGIN  EXCLUDES  HCSPITALS  FKW  KARYLAIB,  MEW  JERSEY  A»  PUERTO  RICO 


SOURCE  -  CONSOLIDATED  CONSULTING  CROUP  PATENT  SIHJLATICN  (KDEL  (CCG/PSW) 
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Exhibit  5 

corNiisoM  Of  mem  ophatik  ookts,  k^ucs  aw  case  weicntb)  mmciib 

TOTAL  tm         CAS  IT  STATE 

ICDICAK  H(Bt>ITALS  FT  1990 


HOSPITAL  OKXP 

NIMER  or 

X  TOTAL 

OPERAT 

HC  COST 

REVENUES 

OPERATING 

HOSf  ITAU 

DISCHARGES 

PER  CASE 

TOTAL 

PER  CASE 

TOTAL 

MARCH 

(IM  TMCUSAICS) 

(IN  THOUSAICS) 

ALL  HOSPITALS 

5005 

100.0 

5,090 

50,391,000 

4,564 

45, 183,600 

•  11. sr 

ALABAMA 

99 

1 .8 

4,110 

740 ,171 

3,705 

667,234 

•  10.91 

ALASKA 

16 

0.0 

7,336 

52,153 

5,714 

25,044 

-  28. 3X 

AKIZONA 

30 

1 .0 

4,954 

506,973 

4,56* 

467, 574 

-  8.4X 

ARKANSAS 

92 

1 .6 

3,778 

609,423 

3,499 

564,418 

-  7.9X 

CALIFORNIA 

469 

10.2 

6,916 

6.964,969 

5,828 

5,886,136 

-  18. 6Z 

COLORADO 

46 

0.6 

5.009 

297,497 

4,958 

294,468 

-  1.0X 

CONNECT  I  CLfT 

32 

1 .1 

6,665 

752,695 

5,379 

607,464 

•  23. 9t 

OCLAUAJS 

7 

0.3 

5,042 

145,460 

4,285 

123,621 

-  17.6X 

UASMIHCTON,  0.  C. 

10 

0.4 

7,580 

289,813 

6,067 

231,965 

■  24.9X 

FLORIDA 

204 

6.4 

5,238 

3,340.169 

4,457 

2,842,140 

-  17.5X 

GEORGIA 

136 

2.3 

4,184 

932,138 

3.796 

845,696 

-  10.2X 

HAUAII 

18 

0.3 

6,580 

172,410 

5.719 

149,850 

-  15. OX 

IDAHO 

22 

0.3 

4,034 

110,932 

3.723 

102,379 

•  8.3X 

ILLINOIS 

227 

5.4 

5,459 

2,932.394 

4.680 

2,513,941 

-  16.6X 

INDIANA 

115 

2.7 

4,855 

1,309,058 

4.245 

1,144,583 

■  14.31 

lOUA 

120 

1.3 

3,729 

463.523 

3.671 

456,314 

-  1.51 

KANSAS 

143 

1.4 

4,158 

581,037 

3.937 

550,154 

-  5.61 

KENTUCKY 

97 

2.2 

3,821 

8U.968 

3.677 

813,143 

-  3.91 

LOUISIANA 

145 

2.2 

4,919 

1.082,713 

3,962 

872,069 

-  24.11 

MAINE 

40 

0.6 

4,631 

269,917 

4.126 

240,483 

•  12.21 

(NARYLAIO 

51 

1.9 

5,095 

952,453 

4,675 

873,938 

-  8.91) 

MASSAC  tVSETTS 

78 

2.2 

5,536 

1,205,450 

5,009 

1.090,697 

-  10.51 

MICHIGAN 

153 

3.2 

5,905 

1,894,490 

4,911 

1.575.587 

-  20.21 

MIWIESOTA 

162 

1.7 

4.683 

766,077 

4.796 

784.562 

2.31 

MISSISSIPPI 

108 

1.7 

3,099 

515.860 

3.071 

511.199 

-  0.91 

MISSOURI 

US 

3.2 

5.132 

1.617.440 

4.433 

1.597.137 

-  15.71 

MONTANA 

52 

0.4 

3,603 

129,710 

3.693 

132,950 

2.41 

NEBRASKA 

96 

0.8 

4,403 

360,927 

4,107 

336,663 

-  7.21 

NEVADA 

24 

0.4 

6,398 

228,474 

5,405 

193,014 

•  18.31 

ICV  HAiTSMIRE 

24 

0.4 

4,735 

198,433 

4,139 

173,456 

■  14.41 

(NEW  JERSEY 

89 

3.4 

5,139 

1.731,494 

4,825 

1,625,697 

•  6.51) 

NEW  IGCICO 

36 

0.5 

4,070 

203,805 

3,855 

193.039 

•  5.51 

iCW  YORK 

231 

7.6 

4,908 

3,714,955 

5,462 

4,134,287 

10.11 

NORTH  CAiiOLIMA 

SO 

1.7 

4.802 

826,321 

4,466 

768,502 

■  7.5X 

NORTH  DAKOTA 

39 

0.4 

4,794 

170,962 

4,115 

146,748 

-  16. 5X 

OHIO 

176 

5.2 

5,155 

2,652,429 

4,497 

2.313,865 

■  14.61 

OKLAHOMA 

119 

1.6 

4,361 

691,290 

4,007 

635,175 

-  8.81 

OREGON 

49 

0.8 

4,554 

358,389 

4,678 

368,148 

2.61 

PEIMSYLVANIA 

165 

5.7 

5,344 

2,992,018 

4,662 

2.610,177 

-  14.61 

<PUBtTO  RICO 

42 

0.6 

2,152 

135,951 

1.804 

113,966 

•  19.21) 

RHODE  ISUUC 

14 

0.6 

5,697 

315,533 

4.795 

265.575 

•  18.81 

SOUTH  CAROLINA 

72 

1.4 

4,345 

586,746 

3,850 

519.902 

-  12.81 

SOUTH  DAKOTA 

56 

0.5 

3,448 

159,099 

3.446 

159.007 

O.OX 

TEMCSSEE 

141 

3.2 

4,311 

1,375.792 

3.773 

1.204.097 

•  U.21 

TEXAS 

4U 

6.4 

5. Ml 

3.172,774 

4,384 

2.7B1.331 

-  14.01 

UTAH 

35 

0.4 

4.1U 

159,810 

*.337 

167.253 

4.41 

U 

0.2 

4,926 

115.832 

3,964 

93,211 

-  24.21 

VIRGINIA 

100 

2.6 

4,698 

1,199,919 

4,020 

1,026,751 

-  16.81 

yASMIHCTON 

92 

1.5 

5.065 

751,811 

4,951 

734,890 

2.31 

tCST  VIRGINIA 

64 

1.1 

4.253 

470,410 

3,526 

389,999 

-  20.61 

WISCONSIN 

136 

2.3 

4. 709 

1,086,714 

4.470 

1.031.559 

-  5.31 

VrCMIMC 

22 

0.1 

3,454 

51,012 

3.476 

51.337 

0.6X 

•    THE  PCDICARE  OPERATING  MARCH  EXCLUDES  HOSPITALS  FROM  MRYUUC,  NEW  JERSEY  AID  PUERTO  RICO  (CCC/PW) 
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EXHIBIT  6 

COMPARISON  OF  OPERATING  MARGINS  BY  HOSPITAL  GROUPS 

HOSPITAL  WEIGHTED  MEAN  AND  PERCENTILES 
PROJECTION  FOR  FY  1990  UNDER  PROPOSED  R£AGAN  BUDGET 


■AVERAGE  AND  PERCENTILES 


lOTH  25TH  75TH  90TH 

HOSPITAL  GROUP  PERCENTILE     PERCENTILE        MEDIAN        PERCENTILE  PERCENTILE 


ALL  HOSPITALS 

-0 

5165 

-0 

2843 

-0 

1088 

0 

0496 

0 

1891 

RLTRAL  HOSPITALS 

-0 

5361 

-0 

2872 

-0 

0932 

0 

0746 

0 

2145 

LTIBAN  HOSPITALS 

-0 

5011 

-0 

2830 

-0 

1237 

0 

0313 

0 

1672 

URBAN,  BEDS<100 

-0 

6569 

-0 

3642 

-0 

0867 

0 

0990 

0 

2411 

LUBAN,   BEDS  100-<405 

-0 

4792 

-0 

2811 

-0 

1340 

0 

0085 

0 

1334 

LTIBAN,   BEDS  405-<685 

-0 

3575 

-0 

2501 

-0 

1114 

0 

0166 

0 

1162 

URBAN.  BEDS>=685 

-0 

5516 

-0 

2196 

-0 

0776 

0 

1060 

0 

3300 

RURAL,  BEDS<100 

-0 

6033 

-0 

2864 

-0 

0719 

0 

1000 

0 

2473 

RURAL,   BEDS  100-<I70 

-0 

4566 

-0 

2939 

-0 

1410 

-0 

0142 

0 

1077 

RURAL,   BEDS>— 170 

-0 

4374 

-0 

2753 

-0 

1437 

-0 

0152 

0 

1055 

NEW  ENGLAND 

-0 

4934 

-0 

3212 

-0 

1438 

-0 

0103 

0 

0979 

MID-ATLANTIC 

-0 

3747 

-0 

2168 

-0 

0328 

0 

1243 

0 

2845 

SOUTH  ATLANTIC 

-0 

4973 

-0 

3104 

-0 

1422 

-0 

0002 

0 

1458 

EAST  NORTH  CENTRAL 

-0 

4677 

-0 

2831 

-0 

1533 

-0 

0095 

0 

0978 

EAST  SOUTH  CENTRAL 

-0 

3778 

-0 

2010 

-0 

0578 

0 

1035 

0 

2313 

WEST  NORTH  CENTRAL 

-0 

4451 

-0 

2420 

-0 

0406 

0 

1197 

0 

2487 

WEST  SOUTH  CENTRAL 

-0 

7508 

-0 

4030 

-0 

1290 

0 

0380 

0 

1688 

MOUNTAIN  ■ 

-0 

5490 

-0 

2633 

-0 

0544 

0 

1016 

0 

2899 

PACIFIC 

-0 

5884 

-0 

3466 

-0 

1407 

0 

0221 

0 

1623 

NON- TEACHING 

-0 

5299 

-0 

2888 

-0 

1030 

0 

0559 

0 

1967 

TEACHING 

-0 

4580 

-0 

2723 

-0 

1306 

0 

0274 

0 

1646 

CmjRCH 

-0 

4135 

-0 

2554 

-0 

0984 

0 

0386 

0 

1721 

NONPROFIT 

-0 

4464 

-0 

2631 

-0 

1074 

0 

0398 

0 

1778 

PROPRIETARY 

-0 

6394 

-0 

3650 

-0 

1464 

0 

0315 

0 

1807 

GOVERNMENT 

-0 

5918 

-0 

2990 

-0 

0861 

0 

0832 

0 

2260 

NON -DISPROPORTIONATE 

-0 

5336 

-0 

3002 

-0 

1228 

0 

0392 

0 

1794 

DISPROPORTIONATE  SHARE  -0 

4612 

0 

2418 

-0 

0649 

0 

0830 

0 

2145 

SOURCE : 

CONSOLIDATED 

CONSULTING 

GROUP 

WASHINGTON 

D.C. 
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EXHIBIT  7 

COMPARISON  OF  OPERATING  MARGINS  BY  STATE 
HOSPITAL  WEIGHTED  MEAN  AND  PERCENTILES 
CCG-PSM  FY  1990 


lOTH  25TH  75TH  90TH 

HOSPITAL  GROUP  PERCENTILE     PERCENTILE        MEDIAN        PERCENTILE  PERCENTILE 


ALL  HOSPITALS 

-0 

5165 

-0 

2843 

-0 

1088 

0 

0496 

0 

.  1891 

ALABAMA 

-0 

4743 

-0 

2326 

-0 

1119 

0 

0146 

0 

.1238 

ALASKA 

-2 

0590 

-0 

6047 

-0 

2681 

-0 

1531 

0 

.1779 

ARIZONA 

-0 

5626 

-0 

3239 

-0 

1482 

-0 

0256 

0 

.  1260 

ARKANSAS 

-0 

3782 

-0 

2336 

-0 

0615 

0 

0396 

0 

.1325 

CALIFORNIA 

-0 

6110 

-0 

3871 

-0 

1719 

-0 

0059 

0 

.1296 

COLORADO 

-0 

6078 

-0 

3555 

-0 

0929 

0 

0813 

0 

.  3088 

CONNECTICUT 

-0 

6306 

-0 

4266 

-0 

2152 

-0 

1128 

-0 

.0022 

DELAWARE 

-0 

4155 

-0 

3062 

-0 

2741 

-0 

1285 

0 

.2960 

WASHINGTON,  D.C. 

-1 

1088 

-0 

3975 

-0 

2917 

-0 

0776 

0 

.1018 

FLORIDA 

-0 

5380 

-0 

3771 

-0 

1873 

-0 

0420 

0 

.0686 

GEORGIA 

-0 

4404 

-0 

2021 

-0 

0343 

0 

1295 

0 

.2575 

HAWAII 

-0 

9647 

-0 

3776 

-0 

1196 

0 

0535 

0 

.3562 

IDAHO 

-0 

3939 

-0 

2516 

-0 

0011 

0 

3252 

0 

.5104 

ILLINOIS  . 

-0 

4895 

-0 

3080 

-0 

1686 

-0 

0454 

0 

.0730 

INDIANA 

-0 

4674 

-0 

2860 

-0 

1395 

-0 

0102 

0 

.0923 

IOWA 

-0 

3081 

-0 

1755 

0 

0136 

0 

1492 

0 

.2641 

KANSAS 

-0 

5199 

-0 

2668 

-0 

0924 

0 

0765 

0 

.2025 

KENTUCKY 

-0 

2412 

-0 

1352 

0 

0254 

0 

1361 

0 

.3045 

LOUISIANA 

-0 

8729 

-0 

4618 

-0 

1584 

0 

0114 

0 

.1199 

MAINE 

-0 

5209 

-0 

3355 

-0 

1309 

0 

0414 

0 

.1670 

MASSACHUSETTS 

-0 

4705 

-0 

2745 

-0 

1018 

0 

0204 

0 

.1326 

MICHIGAN 

-0 

7383 

-0 

4057 

-0 

2170 

-0 

0788 

0 

0596 

MINNESOTA 

-0 

3462 

-0 

1222 

0 

0370 

0 

1733 

0 

2667 

MISSISSIPPI 

-0 

3517 

-0 

1543 

-0 

0173 

0 

1345 

0 

2755 

MISSOURI 

-0 

5168 

-0 

3528 

-0 

1972 

-0 

0276 

0 

0710 

MONTANA 

-0 

2587 

-0 

0926 

0 

0382 

0 

1818 

0 

3626 

NEBRASKA 

-0 

3516 

-0 

1659 

0 

0019 

0 

2014 

0 

3409 

NEVADA 

-0 

7660 

-0 

4934 

-0 

2610 

-0 

1510 

0 

1871 

NEW  HAMPSHIRE 

-0 

3504 

-0 

2046 

-0 

0413 

0 

0443 

0 

1316 

NEW  MEXICO 

-0 

4953 

-0 

2159 

0 

0068 

0 

1211 

0 

2266 

NEW  YORK 

-0 

3028 

-0 

1479 

0 

0335 

0 

1917 

0 

3091 

NORTH  CAROLINA 

-0 

5467 

-0 

2508 

-0 

0958 

0 

0453 

0 

3249 

NORTH  DAKOTA 

-0 

4498 

-0 

2528 

-0 

0591 

0 

1212 

0 

2790 

OHIO 

-0 

4316 

-0 

2613 

-0 

1632 

-0 

0380 

0 

0808 

OKLAHOMA 

-0 

4227 

-0 

2154 

-0 

0364 

0 

1251 

0 

2476 

OREGON 

-0 

4124 

-0 

1437 

0 

0177 

0 

2030 

0 

3856 

PENNSYLVANIA 

-0 

4087 

-0 

2791 

-0 

1400 

0 

0225 

0 

1353 

RODE  ISLAND 

-0 

5300 

-0 

2775 

-0 

1530 

-0 

0839 

0 

1458 

SOUTH  CAROLINA 

-0 

4244 

-0 

2477 

-0 

1214 

0 

0252 

0 

1556 

SOUTH  DAKOTA 

-0 

4821 

-0 

2592 

-0 

0094 

0 

1695 

0 

3800 

TENNESSEE 

-0 

4191 

-0 

2375 

-0 

1218 

0 

0421 

0 

2086 

TEXAS 

-0 

8611 

-0 

4701 

-0 

1978 

0 

0007 

0 

1695 

UTAH 

-0 

6102 

-0 

2728 

-0 

0368 

0 

0914 

0. 

1722 

VERMONT 

-0 

6115 

-0 

4430 

-0 

2645 

-0 

2170 

-0. 

0111 

VIRGINIA 

-0 

5059 

-0 

3420 

-0 

1671 

-0 

0676 

0. 

0540 

WASHINGTON 

-0 

5086 

-0 

2554 

-0 

1021 

0 

0592 

0. 

2712 

WEST  VIRGINIA 

-0 

5244 

-0 

3905 

-0 

1707 

-0 

0221 

0. 

1320 

WISCONSIN 

-0 

2575 

-0 

1676 

-0 

0335 

0 

0798 

0. 

1778 

WYOMING 

-2 

2914 

-0 

2212 

-0 

0364 

0 

1378 

0. 

2889 

OTHER 

-1 

2671 

-1 

2671 

-1 

2671 

-1 

2671 

-1. 

2671 

SOURCE:   CONSOLIDATED  CONSULTING  GROUP.  WASHINGTON,  D.C. 
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Exhibit  8 

13:52  WEDNESDAY,  FEBRUARY 

ANALYSIS  OF  PPS  VARIABLES  BY  STATE 


S^A'E 

STATE 

HS  AMT 

RANK 

PPS1-PPS3 

RANK  PPS1-PPS3 

PCS3  OPERATING 

RANK 

PPS7  REAGAN 

RAAIC 

CODE 

NAME 

PER 

HS 

ANNUAL 

MARGIN 

PPS3 

BUDGET  OP. 

PPS7 

CASE 

INCREASE 

OM 

MG. 

W 

1 

ALABAfM 

2443.18 

14 

0.089811 

22 

7.9 

21 

-10.9 

26 

2 

ALASKA 

3734.17 

46 

0.084843 

18 

-4.0 

1 

-28.4 

3 

ARIZONA 

2854.37 

32 

0.058119 

5 

10.2 

32 

-8.4 

30 

i 

ARKANSAS 

1952.86 

1 

0.127240 

47 

7.9 

20 

-8.0 

31 

5 

CALIFORNIA 

3697.74 

45 

0.100505 

33 

6.7 

15 

-18.7 

5 

6 

COLORADO 

2900.81 

35 

0.090302 

23 

18.3 

45 

-1.0 

45 

7 

CONNECTICUT 

3037.44 

36 

0.126012 

46 

9.4 

27 

•23.9 

5 

S 

DELAWARE 

2885.43 

34 

0.081779 

16 

1.4 

3 

-17.7 

n 

9 

WASHINGTON  D.C. 

4883.93 

47 

0.042385 

2 

8.9 

26 

-24.9 

2 

13 

FLORIDA 

2758.62 

30 

0.096292 

32 

7.7 

19 

-17.5 

12 

n 

GEORGIA 

2124.31 

4 

0.103489 

35 

3.0 

7 

-10.2 

27 

12 

HAUAII 

3123.93 

40 

0.107012 

40 

2.6 

6 

-15.1 

17 

13 

IDAHO 

2545.27 

21 

0.104760 

37 

3.2 

9 

-8.4 

29 

U 

ILLINOIS 

3294.66 

43 

0.079871 

15 

8.3 

24 

-16.6 

14 

15 

IWIANA 

2822.69 

31 

0. 093071 

28 

8.1 

22 

-14.4 

21 

16 

I  QUA 

2220.11 

6 

0.075991 

24.2 

47 

-1.6 

39 

17 

KANSAS 

2618.92 

26 

0.062938 

6 

11.0 

38 

-5.6 

35 

18 

KENTUOrr 

2175.30 

5 

0.074682 

10 

6.9 

16 

-3.9 

37 

19 

LOUISIANA 

2609.70 

25 

0.095313 

30 

2.6 

5 

-24.2 

t, 

20 

MAINE 

2525.25 

18 

0.073822 

9 

5.4 

11 

-12.2 

25 

23 

MICHIGAN 

3289.49 

42 

0.091793 

26 

10.0 

30 

•20.2 

7 

24 

MINNESOTA 

2528.61 

19 

0.091011 

24 

9.7 

28 

2.4 

44 

25 

MISSISSIPPI 

1972.14 

2 

0.066540 

7 

7.2 

17 

-0.9 

41 

26 

MISSOURI 

3071.04 

38 

0.096005 

31 

10.3 

34 

•15.8 

16 

27 

MONTANA 

2277.75 

7 

0.043199 

3 

12.9 

41 

2.4 

45 

28 

NEBRASKA 

2397.96 

11 

0.102140 

34 

4.7 

10 

•7.2 

33 

29 

NEVADA 

3452.30 

44 

0.105721 

38 

8.1 

23 

•18.4 

10 

30 

HEW  HAMPSHIRE 

2576.54 

23 

0.078717 

14 

6.5 

14 

-14.4 

20 

32 

MEW  MEXICO 

2583.48 

24 

0.051193 

4 

10.8 

35 

-5.6 

34 

34 

NORTH  CAROLINA 

2373.05 

10 

0.121331 

U 

10.2 

31 

-7.5 

32 

35 

NORTH  DAKOTA 

2461.77 

16 

0.093452 

29 

1.2 

2 

-16.5 

15 

36 

OHIO 

3050.64 

37 

0.076386 

13 

11.6 

39 

-14.6 

19 

37 

OKLAMCMA 

2466.20 

17 

0.087248 

21 

9.9 

29 

•8.8 

28 

38 

OREGON 

2870.62 

33 

0.104586 

36 

12.9 

42 

2.7 

46 

39 

PENNSYLVANIA 

3249.67 

41 

0.092933 

27 

8.9 

25 

-14.6 

18 

41 

RHODE  ISLAND 

3114.55 

39 

0.085076 

19 

10.9 

37 

-18.8 

8 

42 

SOUTH  CAROLINA 

2371 .97 

9 

0.107434 

41 

6.4 

13 

•12.9 

24 

43 

SOUTH  DAKOTA 

2082.18 

3 

0.071049 

8 

10.9 

36 

-0.1 

42 

U 

TENNESSEE 

2404.88 

12 

0.086268 

20 

3.0 

8 

-14.3 

22 

45 

TEXAS 

2724.91 

29 

0.120108 

4j 

10.3 

33 

-14.1 

23 

46 

UTAH 

2354.79 

8 

0.082778 

17 

20.0 

46 

4.5 

47 

47 

VERMONT 

2433.91 

13 

0. 106600 

39 

7.5 

18 

-24.3 

3 

49 

VIRGINIA 

2548.66 

22 

0.091237 

25 

5.9 

12 

-16.9 

13 

50 

WASHINGTON 

2448.37 

15 

0.1077V3 

42 

12.3 

40 

-2.3 

38 

51 

WEST  VIRGINIA 

2691.29 

27 

0.12S914 

45 

2.0 

4 

-20.6 

6 

52 

WISCONSIN 

2708.79 

28 

0.076033 

12 

15.5 

43 

-5.3 

36 

53 

WTCMING 

2529.65 

20 

0.039501 

16.4 

44 

0.6 

43 
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EXHIBIT  10 

FACTORS  THOUGHT  TO  INFLUENCE  HOSPITAL  COSTS 

Pressure  for  Lower  Costs 

PPS  Payment  Incentives 

Hospital  Productivity  and  Efficiency 

Cost-Reducing  Technologies 
Pressure  for  Higher  Costs 

Hospital  Market  Basket  Cost  Increases 

Cost -Enhancing  Technologies 

Lover  case  loads  associated  with  declining  admissions  (Economics  of  Scale) 
and  resultant  excess  capacity 

Labor  Shortages  (especially  nurses) 

Increased  hospital  inpatient  severity  not  paid  for  by  PPS  (within  DRG  CMI 
increases)  requiring  more  units  of  service  --  intensity  --  per  case. 

Movement  of  more  care  to  outpatient  settings  resulting  in  excess  capacity 
and  higher  patient  severity. 

Cost  of  routine  supplies,  AIDS  prevention  and  liability  insurance 

Mixed  Incentives  from  PPS:  Early  revenues  were  relatively  high  and  lead  to 
a  false  sense  of  security. 

Rigidity  of  multi-year  contracting  process. 
Poor  management 
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Chairman  Stark.  Thank  you,  Doctor.  One  of  the  things  that  I 
often  look  at,  and  because  we  have  Mr.  Berman  here  I  want  to  just 
follow  up  on  this. 

I  go  back  to  your  exhibit  5,  and  find  that  the  two  largest  States, 
both  of  which  have  rural  and  urban  situations,  and  both  of  which 
have  distinguished  teaching  hospitals,  and  both  of  which  have  high 
disproportionate  share  and  impacted  inner  city  neighborhoods,  are 
so  wildly  different. 

You  show  that  the  operating  cost  per  case  in  California  is  down 
near  $7,000— $6,916— and  New  York  almost  $5,000— $4,900,  where- 
as the  revenues  are  far  more  in  line.  They  are  $5,400  in  New  York 
and  $5,800  in  California,  so  California  is  losing  18  percent,  and 
New  York  is  making  10  percent. 

And  I  suspect  that  another  figure  is  that  New  York  as  a  State  is 
operating  somewhere  in  the  90's  in  occupancy,  and  that  California 
as  a  State,  on  average,  is  operating  in  the  high  50's  on  occupancy. 

Can  you  draw  a  conclusion  from  those  numbers? 

Mr.  Berman.  Well,  the  conclusion  I  would  draw  is  that,  if  you 
had  a  system,  and  without  picking  the  two  States,  where  you  have 
excess  capacity  at  40  percent,  or  half  the  capacity  as  excess,  you 
would  not  expect  all  the  providers  to  be  making  money. 

In  a  State  or  in  a  situation  where  the  supply  and  demand  are  a 
lot  closer,  and  where  that  price  has,  in  fact,  been  stabilized,  you 
would  be  more  concerned  if  there  were  that  many  losing. 

So  I  think  it  is  directly  related  to  supply,  and  to  capacity,  and  I 
think  when  you  do  the  other  numbers,  and  when  you  punch  out 
the  occupancy  numbers,  you  will  see — I  mean,  we  would  expect 
that  any  pricing  system,  whether  it  be  marketplace,  regulatory  or 
whatever — would,  in  fact,  discourage  or  stop  the  production  of 
excess  supply. 

And  therefore,  to  do  it,  it  has  to  have  negative  numbers.  If  it 
keeps  everybody  in  business  it  is  not  going  to  be  very  good. 

So  I  think  your  question  about  plugging  out  the  numbers  should 
be  directly  related  to  that. 

Mr.  DoBSON.  If  I  could  make  a  comment  on  those  two  numbers. 

Chairman  Stark.  Please. 

Mr.  DoBSON.  One  thing  that  I  discovered  when  I  looked  at  New 
York,  I  believe  Massachusetts,  and  other  regulated  States,  is  that 
generally  speaking  they  had  by  PPS-3,  I  believe  it  was,  case  per 
costs  of  in  the  $4,600  to  $4,900  per  case. 

I  think  Mr.  Berman  is  being  a  bit  too  modest.  When  New  York 
put  the  regulatory  apparatus  in  place,  I  calculate  that  the  rate  of 
increase  of  costs  in  New  York  from  PPS-1  to  PPS-3  were  very, 
very  low,  if  the  national  average  was,  say,  9  to  10  percent,  and  New 
York  was  maybe  3  to  4  percent. 

Well,  by  the  time  you  get  to  the  PPS-3  base,  that  really  cumu- 
lates, and  the  costs  were  just  very  low.  In  part,  perhaps,  because  of 
occupancy,  but  in  part  because  of  some  very  forceful  action  taken 
on  the  part  of  the  State. 

Chairman  Stark.  For  the  DRG  system  to  v/ork,  the  DRG's  have 
to  take  their  toll.  And  then  if  we  keep  rescuing  those  who  should 
fail,  which  is  the  result  that  was  intended,  I  believe,  in  the  DRG 
system,  we  are  indeed  subverting  the  system. 
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For  it  to  work,  which  is  different  from  your  saying  you  cannot 
build  a  new  hospital,  or  you  cannot  raise  your  rates  under  a  strict 
regulatory  system,  we  have  to  be  prepared  to  take  the  politically 
unpopular  position  of  saying,  as  Dr.  Altman  said,  ''That  is  too  bad." 

I  am  not  sure  which  is  better. 

Mr.  Berman.  But  either  system  ought  to  strive  for  the  same 
thing.  So  when  you  hear  that  a  hospital  system  has  40-percent 
excess  capacity,  and  you  hear  a  number  like  81  hospitals  are  clos- 
ing, one  would  argue  that  it  is  probably  not  a  very  effective  system, 
it  ought  to  be  pushing  a  lot  harder. 

The  real  question  is.  Which  of  those  hospitals  are  closing,  and 
does  it  leave  any  market  undersupplied  of  needed  services? 

And  I  have  not  heard,  and  when  we  had  our  closings  in  New 
York  State,  which  in  New  York  State  alone  I  think  we  closed  about 
half  that  number,  we  tried  to  do  anything  we  could  to  assure  that 
there  would  not  be  a  market  area  unserved. 

I  think  pretty  well  we  did  that.  And  so  if  there  is  any  question 
about,  is  the  number  too  high  or  the  number  too  low,  if  you  looked 
at  just  two  numbers,  which  is  the  few  hospitals  closing,  and  if  you 
looked  at  the  second  number  which  says  50  percent  of  the  hospitals 
are  still  making  money,  and  there  is  40  percent  excess  capacity, 
you  would  not  get  an  indication  that  there  is  not  enough  money  in 
the  system. 

Mr.  DoBSON.  One  thing  that  seems  to  underlie  the  State  data,  to 
the  extent  that  they  are  accurately  modeled,  is  enormous  practice 
pattern  variation  across  the  country. 

I  do  not  know  whether  that  is  good  or  bad,  but  it  sure  is  persist- 
ent, and  it  is  a  fact  of  life  that  I  think  you  folks  have  to  deal  with. 

I  would  make  the  observation  that  you  can  account  for  the  prac- 
tice variation  across  the  country,  just  as  Richard  has  outlined  in 
his  medical  market  area,  and  still  keep  enormous  pressure  on  the 
hospital  industry  just  by  lessening  the  rate  of  increase  each  year. 

So  to  a  certain  extent  you  can  account  for  the  one  and  not  give 
up  the  other. 

Would  you  agree? 

Mr.  Berman.  Absolutely.  Let  us  travel  around  together. 
Chairman  Stark.  Mr.  Gradison. 

Mr.  Gradison.  Mr.  Berman,  I  would  like  to  explore  with  you  how 
to  take  to  your  concept — which  I  like  a  lot  and  think  it  would  prob- 
ably be  better  than  what  we  have  now — and  to  apply  it  in  practice. 

I  would  like,  just  for  the  moment,  to  set  aside  instances  where 
there  is  a  sole  community  provider  and  to  think  in  terms  as  your 
paper  did,  of  places  where  there  are  multiple  providers  that  com- 
pete with  each  other. 

Mr.  Berman.  Right. 

Mr.  Gradison.  How  would  you  do  this?  Would  it  work  to  simply 
take  bids  for  1  year  or  2  at  a  time,  expecting  that  the  institutions 
would  be  pressured  to  bid  at  marginal  cost,  or  close  to  marginal 
cost,  in  order  to  retain  this  40  or  50  percent  of  their  volume? 

Along  the  lines  of  what  Medi-Cal  did,  perhaps? 

Mr.  Berman.  I  think  I  would  probably  be  more  inclined  to  use 
the  statistics  that  we  have  available,  which  is  the  Medicare  cost 
report  and  HCFA  data,  to  identify— I  mean,  you  can  identify  pretty 
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well,  I  think,  within  80  or  90  percent,  what  a  medical  market  area 
is. 

Most  of  the  hospitals  have  done  their  studies.  They  tend  not  to 
roll  out  more  than  15  to  20  miles  in  facilities,  and  you  begin  to 
pocket. 

Once  you  have  identified  that  market,  you  can  take  the  cost  data 
and  lay  out  the  costs,  and  identify  hospital  1,  2,  3,  4,  5,  6,  7.  We  also 
then  know  the  size  of  that  market  and  the  demand. 

So  you  could— you  draw  your  demand  line  down,  and  you  know 
where  the  six  hospitals  are,  you  set  the  price  again,  at  that  margin- 
al number  3,  or  number  7,  and  at  least  in  the  interim  the  ones  who 
are  in  the  better  cost  and  market  position,  maybe  either  because  of 
occupancy  or  because  of  something  else,  will  make  money,  and  that 
is  the  way  it  ought  to  be. 

Those  who  are  more  efficient,  or  have  executed  better,  or  have 
put  in  place  structural  advantage,  and  have  higher  occupancy,  and 
therefore  have  higher  demand,  and  have  lower  average  costs,  ought 
to  be  able  to  make  some  money,  and  to  store  it  away. 

And  the  people  at  the  outer  edge  will  either  have  to  dramatically 
change  their  cost  structure,  which  means  to  change  the  shape  of 
their  ship  and  try  to  get  on  the  other  side  of  that  demand  curve,  or 
will  have  to  go  out  of  business. 

Mr.  Gradison.  Well,  would  you  set  this  up — say  if  there  were  six 
hospitals — so  that  while  the  pricing  would  be  set  as  you  indicate, 
an  eligible  beneficiary  could  go  to  any  of  the  six  hospitals? 

Mr.  Berman.  But  at  that  price. 

Mr.  Gradison.  Yes,  at  that  price. 

Mr.  Berman.  Yes,  Sir.  Right.  But  after  a  while  that  other  hospi- 
tal, the  seventh  hospital,  will  either  not  be  able  to  stay  in  business, 
or  it  will  create  a  limited  partnership,  or  change  its  name,  or  have 
to  rely  on  somebody  bailing  them  out. 

If  no  one  bails  them  out  over  time  they  cannot  produce  it  at  that 
price  if  they  are  not  able  to  change,  and  they  will  not  be  able  to 
stay  in  business. 

And  we  should  then  let  them  go. 

Mr.  Gradison.  Well,  I  want  to  pick  up  on  your  last  point,  be- 
cause it  relates  to  much  of  what  we  have  been  talking  about  so  far 
today,  the  rural  hospitals  just  being  one  example,  and  that  is  the 
question  of  which  ones  would  close? 

I  gather,  and  I  am  not  trying  to  put  words  in  your  mouth,  you 
believe  that  if  these  pressures  continue  it  will  be  the  high  cost  in- 
stitutions which  will  close  first.  Is  that  fair  to  say? 

Mr.  Berman.  I  think  it  would  be  the  ones  who  have  the  "higher 
cost  for  the  comparable  good." 

Mr.  Gradison.  Yes. 

Mr.  Berman.  So  there  is  no  value  differential  for  going  there. 
Mr.  Gradison.  OK. 

Mr  Berman.  We  have  learned  that  again,  those  institutions  that 
are  technically  equipped  and  able  to  do  larger  numbers  of  those 
have  lower  average  costs  per  bypass  and  better  quality  results. 

And  those  are  the  ones  that  we  want  to  keep  in  business,  I  would 
put  before  you. 

Mr.  Gradison.  Well,  it  seems  to  me  that  it  would  be  almost  im- 
possible; at  least  I  cannot  figure  out  how  we  could  have  any  kind  of 
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a  national  plan  that  would  be  sufficiently  sensitive  to  decide  which 
one  should  close,  if  there  are  excess  capacities. 

Therefore  we  bring  pressure  on  the  system  through  one  means  or 
another,  and  at  the  end  of  the  day,  it  would  seem  to  me  basically  to 
be  a  local  determination. 

That  is  to  say,  if  a  particular  rural  area,  or  urban  area,  felt  that 
a  particular  institution  was  necessary  in  order  to  meet  the  needs  of 
the  public,  even  though  they  were  losing  their  shirts  financially, 
then  it  would  be  up  to  them  to  make  a  determination  as  to  how 
much  money  they  could  raise  locally,  or  impose  a  tax,  or  whatever, 
rather  than  looking  to  us  to  develop  a  system  to  make  that  unique- 
ly local  determination  in  terms  of  which  ones  should  keep  their 
doors  open. 

Mr.  Berman.  But  you  do  it  indirectly,  if  the  price  you  set  for 
Medicare,  regardless  of  how  you  set  it  up  nationally,  if  it  comes 
into  that  local  market,  and  it  is  on  our  chart  the  one  that  is  the 
very  low  line,  you  are  forcing  that  local  community  to  subsidize  all 
the  hospitals  to  keep  them  going,  if  you  will. 

And  if  it  is  the  high  line,  you  are  actually  subsidizing  unneces- 
sarily some  hospitals  in  keeping  them  in  the  supply  question. 

Mr.  Gradison.  Well,  I  understand  that,  but  as  an  example,  let  us 
take  an  institution — maybe  this  is  an  extreme  case  which  is  high 
cost,  but  has  a  very  large  endowment. 

They  conceivably  could  price,  or  survive,  at  a  relatively,  low 
price  as  they  draw  down  their  investment  reserves.  The  competi- 
tion by  that  point  would  be  gone,  would  have  closed  its  doors,  be- 
cause they  did  not  have  the  reserves.  You  end  up  with  the  high 
cost  institution  surviving,  and  arguably  the  lower  cost  institutions 
are  closed. 

There  are  a  lot  of  factors  out  there,  and  I  do  not  see  how  we 
could  have  criteria  at  a  national  level  that  could  make  that  kind  of 
determination. 

Mr.  Berman.  I  agree  with  you,  you  could  not  on  a  national  basis. 
Mr.  Gradison.  OK. 

Mr.  Berman.  But  if  you  adopted  this  concept  of  setting  the  price 
so  that  they  would  have  to  subsidize  the  price  to  bring  the  price 
down,  in  essence  they  have  reduced  the  price  for  the  Medicare  ben- 
eficiary and  for  others,  and  you  have  gotten  great  value  out  of  your 
Medicare  expenditure,  and  the  Medicare  patient  has  benefited  at 
the  price  of  their  endowment,  and  that  was  their  local  choice,  and 
not  a  national  decision. 

Mr.  Gradison.  And  the  pricing  concept  would  be  to  price  at  the 
marginal  cost.  Is  that  correct? 

Of  sufficient  producers  to  meet  the  needs  of  your  system,  which 
is  40  percent  on  average. 

Mr.  Berman.  At  the  full  price.  At  the  full  cost. 

Mr.  Gradison.  Oh,  at  the  full  cost  for  this. 

Mr.  Berman.  You  keep  the  marginal  supplier,  which  is  hospital 

No.  4  

Mr.  Gradison.  All  right. 

Mr.  Berman  [continuing].  Alive,  and  viable. 

Mr.  Gradison.  OK. 
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Mr.  Berman.  Because  you  want  that — I  want  to  make  sure  that 
we  protect  the  viability  of  that  hospital  system  of  the  right  size  and 
shape  to  deliver  to  the  Medicare  beneficiary. 

Mr.  Gradison.  Thank  you.  Thank  you  very  much. 

Chairman  Stark.  Mr.  Coyne. 

Mr.  Coyne.  No  questions. 

Chairman  Stark.  Mr.  Donnelly.  Mr.  Donnelly  and  then  Mrs. 
Johnson. 

Mr.  Donnelly.  Dr.  Dobson,  just  so  that  I  can  get  a  true  picture 
of  your  tables  and  your  statistics,  you  did  not  include  in  your  base- 
line, as  I  understand  it,  any  of  the  revenues  that  hospitals  receive 
from  the  Medicare  passthroughs,  is  that  correct? 

Mr.  Dobson.  That  is  exactly  right.  There  are  no  capital  and  no 
direct  medical  education  expenses  or  revenues  in  either. 

Mr.  Donnelly.  So  31  percent  of  the  total  Medicare  pie  was  not 
included  in  your  baseline,  correct? 

Mr.  Dobson.  That  strikes  me  as  too  high,  but  

Mr.  Donnelly.  Well,  but  it  is  going  to  be  31  percent  next  year. 

Mr.  Dobson.  That  is  too  high,  is  it  not?  Yes,  because  you  see  I 
have  the  indirect  medical  education. 

Mr.  Donnelly.  OK.  But  what  do  you  have? 

Mr.  Berman.  It  does  not  have  capital. 

Mr.  Dobson.  Yes,  I  do  not  have  capital,  and  I  do  not  have  direct 
medical  education. 
Mr.  Donnelly.  Ok,  capital  and  direct. 

Mr.  Dobson.  Capital  is  about  7  to  8  percent,  and  the  other  one 
has  to  be  a  very  small  proportion. 

Mr.  Donnelly.  Yes,  it  is  about  12  percent.  You  excluded  capital 
and  direct.  And  as  I  understand  it.  Medicare  provides  the  hospitals 
with  approximately  35  percent  of  their  revenue — I  hear  statistics, 
35  to  40. 

Mr.  Dobson.  I  get  29  to  31,  of  whatever,  of  their  inpatient  reve- 
nues? 

Mr.  Donnelly.  Yes,  about  29  to  31.  And  so  you  also  have  not  in- 
cluded the  other  70  percent  of  revenues  and/or  costs. 
Mr.  Dobson.  That  is  exactly  right. 

Mr.  Donnelly.  Provided  by  private  pays  and  third  party  pays,  et 
cetera. 

Mr.  Dobson.  That  is  right. 

Mr.  Donnelly.  OK.  Just  for  the  record  I  wanted  to— would  it  be 
possible  to  do  that? 

Mr.  Dobson.  I  believe  ProPAC  in  their  reports  generally  have 
the  AHA  data,  which  show  the  overall  hospital  margin  and  total 
margin. 

Mr.  Donnelly.  Broken  down  the  same  as  you  have  here? 

Mr.  Dobson.  No,  but  they  do  give  numbers  as  current  as  the 
data,  where  they  show  what  is  called  the  patient  margin  and  a 
total  margin,  and  you  can  look  to  that  table. 

Mr.  Donnelly.  OK,  thank  you. 

Chairman  Stark.  Mrs.  Johnson. 

Mrs.  Johnson.  Thank  you  very  much,  Mr.  Chairman. 

Mr.  Berman,  just  to  pursue  this  pricing  issue  a  bit  further,  some 
of  the  price  differentials  by  institution  are  mission  specific,  so  I  do 
not  see  how  your  approach  could  take  that  into  account. 
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For  example,  in  a  teaching  hospital,  more  sophisticated  surgery 
may  involve  that  hospital  in  the  disposal  of  medical  wastes  of  a 
more  complex  nature.  Therefore  these  medical  wastes  would  be 
more  costly  to  dispose  of. 

Mr.  Berman.  Right. 

Mrs.  Johnson.  They  would  be  disadvantaged  under  your  system, 
and  yet  the  community  would  be  disadvantaged  if  they  were  the 
ones  that  closed. 

Mr.  Berman.  Well,  let  us  compare  that  for  a  second  to  how  we  do 
it  with  a  national  average  rate. 

Mrs.  Johnson.  Oh,  well,  I  am  not  saying  that  the  national  aver- 
age is  not  struggling  with  the  same  thing.  I  like  the  idea  of  the  lo- 
calness  of  your  markets,  but  I  think  we  would  get  into  the  same 
difficulties  with  setting  reimbursement  amounts. 

Our  margin  for  error  would  probably  be  smaller,  because  we 
would  be  dealing  with  a  local  market. 

Mr.  Berman.  It  does  not  eliminate  all  the  problems. 

Mrs.  Johnson.  Right. 

Mr.  Berman.  And  some  that  you  have  highlighted  are  identical, 
because  as  soon  as  you  get  into  a  pricing  system,  as  opposed  to  ex- 
amining each  of  those  budget  items  and  saying  whether  it  is 
worthy  or  not,  you  will  do  that. 

Mrs.  Johnson.  In  using  the  local  market  model,  do  you  think 
that  the  issue  of  timely  data  would  be  more  easily  addressed? 

I  meant  to  make  this  comment  in  regard  to  the  preceding  panel. 
Not  only  are  we  way  behind  in  obtaining  labor  market  informa- 
tion, for  which  I  believe  there  is  no  excuse  in  today's  era,  but  the 
flow  of  information  is  terribly  out  of  synch  with  our  needs. 

On  a  local  basis,  do  you  think  that  we  could  manage  the  data 
issue  better? 

Mr.  Berman.  I  would  think  so.  I  mean,  if  you  just  think,  and  we 
have  identified  one  local  market,  we  may  not  need  labor  market 
numbers  for  all  around  the  country,  and  figure  out  how  to  adjust 
them.  That  problem  does  go  away. 

The  idea  of  getting  annual  reports  from  those  hospitals,  there 
are  10,  there  are  12,  there  are  6,  there  are  3 — all  of  a  sudden  you 
are  talking  about  manageable  numbers,  and  institutions  that  could 
be  dealt  with. 

It  makes  for  a  more  difficult  task  nationally  if  you  do  not  devel- 
op some  agents  along  the  way  to  help  do  this,  perhaps,  but  it  does 
sound  like  you  are  beginning  to  chunk  the  problem  into  a  more 
manageable  sort  of  problem. 

It  does  not  eliminate  all  of  the  data  problems,  but  it  should  help 
them. 

Mrs.  Johnson.  I  am  not  optimistic  when  I  see  what  a  terrible 
time  we  have  had  regulating  hospital  budgets  in  Connecticut. 

Dr.  Dobson,  on  your  chart,  this  is  a  lot  to  absorb  at  once,  but  on 
your  exhibit  5,  there  is  an  analogy  between  New  York  and  Califor- 
nia. 

California  has  about  twice  as  many  hospitals  as  New  York.  Their 
gross  operating  costs  are  about  twice  that  of  New  York's,  but  their 
costs  per  patient  is  not  twice  that  of  New  York's. 

Now,  is  that  not  a  plus?  Why  is  it,  then,  that  they  are  losing  so 
much,  and  New  York  is  profiting  so  much? 
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Mr.  DoBSON.  Well,  As  I  said,  I  think,  let  us  not  get  hung  up  on 
whether  my  number  of  10.1  is  correct  for  New  York.  Let  us  just  say 
that  it  is  higher  than  the  average,  and  California  is  lower  than  the 
average. 

What  seems  to  be  going  on,  if  you  look  at  California,  they  had 
high  hospital  costs  when  the  program  started.  They  were  not  able 
to  cut  their  costs  in  order  to  compensate  for  what  happened  to 
them  when  we  went  to  full  national  rates. 

Indeed,  the  rate  of  increase  in  California  costs  was  something  on 
the  order  of  9  or  10  percent,  which  was  the  national  average. 

If  they  would  have  expected  to  make  money  they  would  have  had 
to  cut  their  costs  pretty  significantly,  in  order  to  have  their  costs 
less  than  the  national  payment,  the  national  payment  amount 
under  PPS. 

New  York,  on  the  other  hand,  started  with  low  costs,  for  what- 
ever reason — occupancy  or  they  had  stiff  cost  controls — they  have 
high  teaching  shares,  high  disproportate  shares,  and  high  propor- 
tions of  outliers.  These  factors  whereby  the  PPS  system  increases 
revenues  are  all  very  helpful  to  New  York  hospitals  relative  to 
California. 

The  California  teaching  share,  as  I  recall,  is  right  about  the  na- 
tional average. 

Mr.  Berman.  Right. 

Mr.  DoBSON.  And  the  New  York  indirect  teaching  payment 
amount  was  a  couple  or  three  points  higher.  Outliers  in  California 
were  at  about  the  national  average,  and  in  New  York  are  4  points 
or  so  higher  than  the  national  average. 

With  2  and  3  points  here  and  there,  and  pretty  soon  you  are  talk- 
ing a  5,  or  a  6,  or  a  7,  or  8,  or  9,  or  a  10  point  or  more  spread.  And 
that  just  so  happens  in  those  two  States. 

In  one  it  has  been  helpful,  and  in  the  other  it  has  not,  in  terms 
of  the  way  the  system  works,  and  its  payment  structure. 

Mrs.  Johnson.  And  it  is  your  judgement  that  we  are  now  at  a 
point  where  most  hospitals  are  receiving  a  reimbursement  that  is 
lower  than  their  cost  of  care? 

Mr.  DoBSON.  Yes,  I  think  it  is— all  the  data  suggest  that  the  rate 
of  increase  of  hospital  costs  has  been  on  the  order  of  10  percent  per 
year,  and  their  revenues  have  advanced  at  nowhere  near  that  rate. 

So  the  cumulative  result  is  that  after  7  years  of  PPS,  most  hospi- 
tals will  be  in  a  situation  where  their  costs  are  higher  than  their 
revenues,  on  a  per  case  basis. 

Mrs.  Johnson.  In  your  judgement,  are  we  looking  at  the  right 
factors  as  we  get  into  this  era?  In  other  words,  will  the  old  way  of 
functioning  serve  us?  Or  should  we  be  looking  at  some  different 
factors  that  influence  cost? 

Mr.  DoBSON.  I  think  that  the  way  the  DRG  system  is  structured 
is  actually  pretty  good.  I  am  afraid  that  the  local  cost  variation  is 
pretty  strong,  we  have  not  been  able  to  account  for  it,  and  whether 
we  use  Richard's  idea  or  some  other,  I  think  that  we  should  ac- 
count for  local  variation  in  the  cost  structures. 

If  you  think  about  it,  the  original  PPS  design  and  transition  that 
had  regional,  urban  and  rural  rates  in  effect  did  reflect  cost  differ- 
ences across  the  country. 
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That  is  one  of  the  reasons  why  I  show  a  margin  spread  across  the 
States  through  time,  and  a  margin  spread  across  the  regions,  be- 
cause we  took  out  the  cushioning  of  the  regional  rates,  and  went  to 
a  full  national  rate. 

In  retrospect,  maybe  we  did  not  know  enough  about  costs,  as  I 
pointed  out  in  my  testimony,  or  at  least  the  hospitals  did  not  re- 
spond as  our  theory  suggested  that  they  might,  when  we  went  to  a 
full  national  rate. 

Mrs.  Johnson.  Has  there  been  any  change  in  the  distribution  of 
costs  under  Medicare?  In  other  words,  has  there  been  a  greater 
percentage  of  Medicare  dollars  being  spent  in  the  last  2  months  of 
life? 

Mr.  DoBSON.  That  I  cannot  answer. 

Mrs.  Johnson.  Thank  you,  Mr.  Chairman. 

Chairman  Stark.  I  want  to  thank  both  of  you  for  your  input. 
You  have  given  us  a  lot  of  thought. 

It  is  a  problem  we  have  been  faced  with  in  the  last  4  years.  Our 
decisions,  unfortunately,  have  been  met  with  trying  to  meet  reve- 
nue and  budget  constraints.  It  is  seldom  that  we  have  the  luxury  of 
hypothesizing  as  to  what  we  can  do.  What  we  ought  to  do  is  give  it 
a  somewhat  less  constrained  rule  such  as  Gramm-Rudman. 

I  appreciate  both  of  you  taking  the  time  to  enlighten  us  and  look 
forward  to  hearing  more  from  you  and  getting  some  more  numbers 
out  of  that  model. 

Thank  you  both  very  much. 

Thank  you,  Mr.  Chairman.  It  is  the  Chair's  intent  to  continue 
the  hearing  without  interruption.  The  House  convenes  at  2 — I  be- 
lieve it  is  a  pro  forma  session,  and  I  appreciate  the  indulgence  of 
the  witnesses  who  have  been  so  patient. 

Our  next  panel  consists  of  Larry  Gage,  president  of  the  National 
Association  of  Public  Hospitals,  Robert  T.  Van  Hook,  executive  di- 
rector of  the  National  Rural  Health  Association,  and  Dr.  Carol 
McCarthy,  president  of  the  American  Hospital  Association. 

I  welcome  all  of  you  to  the  panel.  You  have  not  only  been  patient 
but  had  to  subject  yourselves  to  listening  to  everyone  beat  up  on 
your  own  constituencies  in  one  form  or  another  today.  Now  is  your 
chance  to  get  even. 

Mr.  Gage,  why  don't  you  begin?  ^ 

STATEMENT  OF  LARRY  S.  GAGE,  PRESIDENT  OF  NATIONAL 
ASSOCIATION  OF  PUBLIC  HOSPITALS 

Mr.  Gage.  Thank  you  very  much,  Mr.  Chairman. 

I  do  have  a  full  prepared  statement  that  I  have  submitted  for  the 
record,  and  I  will  try  to  summarize  it  briefly. 

The  National  Association  of  Public  Hospitals  strongly  opposes 
President  Bush's  proposal  to  cut  over  $5  billion  from  the  Medicare 
program. 

We  urge  the  Congress  in  particular  to  continue  to  fund  the  Medi- 
care teaching  adjustment  and  capital  payment  at  the  current  level. 
The  President  has  proposed  reductions  totaling  $2.5  billion  in  the 
coming  fiscal  year  in  these  two  areas  alone. 

Reductions  of  such  magnitude  could  have  a  devastating  effect  on 
the  small  and  fragile  network  of  hospitals  that  serve  as  major  re- 
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ferral  and  trauma  centers,  and  hospitals  of  the  last  resort  for  the 
poor,  in  our  Nation's  metropolitan  areas.  I  think  it  is  important  to 
point  out,  Mr.  Chairman,  that  not  all  urban  hospitals  and  not  all 
teaching  hospitals  fall  into  that  category;  By  the  same  token,  not 
all  of  the  hospitals  that  are  safety  net  hospitals  are  necessarily 
public  or  governmentally  owned  hospitals,  although  a  majority  are. 

If  these  hospitals  were  patients,  Mr.  Chairman,  we  would  have  to 
say  that  their  condition  has  deteriorated  from  serious  to  critical 
due  to  accumulated  years  of  Federal  budget  cuts  in  many  pro- 
grams, not  just  Medicare.  Continued  increases  in  the  number  of  un- 
insured patients  demanding  their  services,  and  number  of  other 
dramatic  changes  in  the  Nation's  health  system,  also  contributes  to 
their  problems. 

In  many  of  our  Nation's  metropolitan  areas  today  the  story  is 
the  same.  Trauma  centers  and  emergency  rooms  are  overcrowding 
to  the  breaking  point.  Places  like  Dallas,  Miami,  D.C.,  and  Alame- 
da County  are  now  catching  up  to  Los  Angeles  and  New  York  City, 
with  public  hospital  emergency  rooms  and  trauma  centers  giving 
every  indication  that  they  are  like  M.A.S.H.  units  on  the  television 
show. 

Occupancy  rates  continue  to  rise  in  urban  public  hospitals  ex- 
ceeding the  private  rates  by  15  to  20  percent  in  most  urban  areas, 
and  topping  100  percent  in  some  cities. 

The  combination  of  the  trauma  crisis  and  high  occupancy  rates 
means  that  critically  ill  patients  have  waited  up  to  36  hours  for  an 
in-patient  bed  in  some  instances. 

Drug  abuse,  gang  violence,  AIDS,  the  homeless,  refugees,  and 
other  problems  new  in  the  1980's  are  growing  at  an  alarming  rate 
in  some  cities.  This  has  the  effect  of  greatly  compromising,  and  in 
some  cases  even  crowding  out,  the  ability  of  safety  net  hospitals  to 
serve  less  seriously  ill  indigent  and  Medicare  patients. 

And  even  as  the  Congress  debates  potential  new  reductions  in 
Medicare  teaching  adjustments.  Medicaid,  and  other  Federal  fund- 
ing sources,  many  hard-pressed  State  and  local  governments  are 
struggling  simply  to  maintain  their  current  level  of  support,  or  are 
actually  reducing  direct  support  for  these  hospitals. 

Only  13  percent  of  the  revenues  of  these  hospitals  come  from  pri- 
vate insurance,  while  27  or  28  percent,  or  more  than  twice  that, 
come  from  direct  local  subsidies. 

Because  of  these  pressures  many  safety  net  hospitals  are  facing 
negative  operating  margins,  even  with  substantial  local  subsidies. 
The  average  is  an  over  5  percent  negative  margin,  even  with  subsi- 
dies, for  all  NAPH  member  hospitals.  Some  are  finding  it  harder 
and  harder  to  recruit  staff,  or  afford  necessary  maintenance  of 
plant  and  equipment.  There  is  a  16-percent  vacancy  rate  among 
registered  nurses  in  urban  safety  net  hospitals  as  compared  to 
about  11  percent  for  the  industry  as  a  whole. 

Some  hospitals  stand  in  immediate  danger,  as  a  result,  of  losing 
their  accreditation  and  being  denied  access  to  a  number  of  pro- 
grams. Many  are  seeing  their  bond  ratings  down-graded,  as  just 
happened  to  Cook  County.  Many  others  are  now  in  danger  of  being 
denied  future  access  to  capital  for  needed  renovations,  equipment 
and  new  services. 
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Mr.  Chairman,  you  and  the  members  of  this  subcommittee  have 
been  well-aware  of  the  importance  of  these  safety  net  hospitals  as 
evidenced  by  your  consistent  support  in  this  committee  for  the  dis- 
proportionate share  hospital  adjustment,  your  attention  to  the 
trauma  care  crisis,  your  attention  to  the  adequacy  of  Medicaid  as 
well  as  Medicare  payments,  and  your  reintroduction  this  year  of 
the  Hospital  Indigent  Care  Assistance  Act. 

On  behalf  of  all  NAPH  members  and  other  hospitals  serving  the 
poor  I  would  like  to  commend  these  efforts  and  urge  your  contin- 
ued attention  to  the  needs  of  these  hospitals  during  the  forthcom- 
ing budget  deliberations. 

I  might  add  that  we  are  at  least  one  segment  of  the  hospital  in 
the  industry  that  would  even  support  you  if  you  needed  to  increase 
taxes  to  help  balance  the  budget,  or  in  order  to  avoid  the  possible 
need  for  deep  further  cuts  in  the  program. 

Chairman  Stark.  I  missed  something.  Were  you  talking  about 
me?  Maybe  you  ought  to  repeat  that  part  of  your  testimony. 

Mr.  Gage.  I  understand  that  there  is  a  lot  of  lip  reading  that  has 
to  go  on  first. 

Mr.  Chairman,  the  remainder  of  my  prepared  testimony  provides 
the  subcommittee  with  a  considerable  amount  of  detailed  informa- 
tion documenting  this  crisis  as  I  have  described  it  as  well  as  a  dis- 
cussion of  the  specific  impact  of  a  number  of  Medicare  reforms  on 
both  the  operating  margins  and  the  services  of  these  hospitals.  I 
have  also  provided  you  with  a  specific  discussion  of  the  situation  of 
three  hospitals:  Jackson  Memorial  in  Miami,  Boston  City  Hospital, 
and  the  Los  Angeles  County  Harbor-UCLA  Medical  Center. 

I  will  submit  all  of  that  for  the  record,  and  I  would  be  happy  to 
answer  any  questions  you  may  have. 

[The  statement  of  Larry  S.  Gage  follows:] 
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STATEMENT  OF  LAFRY  S.  GAGE 
PRESIDENT 

NATIONAL  ASSOCIATION  OF  PUBLIC  HOSPITALS 

before  the 
HOUSE  WAYS  &  MEANS  COMMITTEE 

March  1,  1989 


Mr.  Chairmcin,  Members  of  the  Committee,  I  am  Larry  Gage,  President  of 
the  National  Association  of  Public  Hospitals  (NAPH) .    NAPH  consists  of  over  85 
public  and  non-profit  hospitals  that  serve  as  major  referral  centers,  teaching 
hospitals,  and  hospitals  of  last  resort  for  the  poor  in  most  of  our  nation's 
largest  metropolitan  areas. 

I  am  pleased  to  have  this  opportunity  to  join  the  American  Hospital 
Association  (AHA)  in  expressing  our  opposition  to  President  Bush's  proposed 
Medicare  cuts,  and  to  testify  on  the  impact  of  the  Medicare  prospective 
payment  system,  and  other  recent  health  system  changes,  on  the  situation  of 
our  nation's  important  "safety  net"  hospitals. 

If  the  hospitals  I  represent  were  patients,  Mr.  Chairman,  I  am  afraid 
that  the  news  this  morning  would  not  be  encouraging.    The  condition  of  many  of 
these  facilities  has  deteriorated  from  serious  to  critical.    Some  have 
recently  been  placed  in  intensive  care  or  resuscitated  only  with  the  financial 
or  administrative  equivalent  of  medical  miracles.     In  Chicago,  New  York, 
Los  Angeles,  Kansas  City,  New  Orleans,  and  meiny  other  cities,  the  story  is  the 
same: 

°         Trauma  centers  and  emergency  rooms  are  overcrowded  to  the 
breaking  point. 

°         Occupancy  rates  continue  to  rise,  topping  100%  in  some 

cities,  and  critically  ill  patients  wait  up  to  36  hours  for 
an  inpatient  bed. 

*         Drug  abuse,  gang  violence,  AIDS,  the  homeless,  refugees  and 
other  problems  new  in  the  1980s  are  growing  at  an  alarming 
rate  in  some  cities  —  greatly  compromising  and  in  some 
cases  even  crowding  out  their  ability  to  serve  less 
seriously  ill  indigent  patients. 

°         And  even  as  you  debate  potential  new  reductions  in  Medicare, 
Medicaid  and  other  federal  funding  sources,  many 
hard-pressed  state  and  local  governments  are  struggling 
simply  to  maintain  their  current  level  of  support,  or  are 
actually  reducing  that  support. 

Meanwhile,  many  of  the  safety  net  hospitals  are  facing  negative 
operating  margins,  even  with  substantial  local  subsidies;  some  are  finding  it 
harder  and  harder  to  recruit  staff  or  afford  necessary  maintenance  of  plcmt 
amd  equipment  and  stand  in  immediate  danger  of  losing  accreditation;  and  some 
are  seeing  their  bond  ratings  downgraded,  while  others  are  being  denied  future 
access  to  capital  for  needed  renovations,  equipment  and  new  services. 

it  is  somewhat  encouraging,  Mr,  Chairman,  that  we  are  once  again 
publicly  debating  possible  ways  to  close  the  enormous  gaps  that  leave  over  37 
million  Americans  without  adequate  insurance.    Until  that  occurs,  however, 
these  are  the  hospitals  that  are  carrying  the  majority  of  this  burden  —  that 
are  serving,  in  effect,  as  our  national  health  insurance  by  default.  And 
these  hospitals  will  continue  to  need  your  active  and  aggressive  support  this 
year,  even  as  you  debate  the  understandable  need  to  meet  deficit  reduction 
targets  for  the  coming  fiscal  year. 

Mr.  Chairman,  you  and  the  members  of  this  subcommittee  have  been  well 
aware  of  the  importance  of  these  safety  net  hospitals,  as  evidenced  by  your 
consistent  support  for  the  disproportionate  share  hospital  adjustment;  your 
concern  about  the  adequacy  of  Medicaid  as  well  as  Medicare  payment  rates;  your 
attention  to  the  trauma  care  crisis;  and  your  reintroduction  this  year  of  the 
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Hospital  Indigent  Care  Assistance  Act.    On  behalf  of  all  NAPH  members  amd 
other  hospitals  serving  the  poor,  I  would  like  to  commend  these  efforts  —  and 
to  urge  your  continued  attention  to  their  needs  during  your  forthcoming  budget 
deliberations . 

In  the  remainder  of  my  testimony  this  morning,  I  would  like  to  provide 
you  with  some  detailed  current  information  in  several  of  the  areas  outlined 
above,  by  way  of  support  for  your  continued  efforts  to  protect  our  nation's 
safety  net  hospitals. 

First,  I  will  describe  in  greater  detail  the  current  situation  of  major, 
metropolitan  area  safety  net  hospitals  nationally,  including  the 
characteristics  that  distinguish  these  hospitals  from  the  average  American 
hospital.     In  this  section,  I  will  also  describe  the  disproportionate  impact 
on  such  hospitals  of  current  health  industry  problems,  such  as  the  increased 
demand  for  uncompensated  care,  the  nursing  shortage,  AIDS,  and  the  growing 
crisis  in  trauma  and  emergency  care. 

Second,  I  will  discuss  current  sources  of  financing  for  the  essential 
services  provided  by  these  hospitals,  through  a  fragile  combination  of 
federal,  state,  and  local  governmental  funding. 

Third,  I  will  address  the  specific  impact  of  recent  Medicare 
reimbursement  policies  and  reforms  on  metropolitan  area  safety  net  hospitals, 
and  the  potential  impact  of  new  policies  that  have  been  proposed  by  the 
Administration,  the  Inspector  General,  the  General  Accounting  Office  and 
ProPAC . 

Fourth,  I  will  illustrate  by  reference  to  several  specific  hospitals  the 
effects  of  recent  Medicare  reimbursement  policies  and  the  potential  impact  of 
some  of  the  proposed  new  reforms  and  reductions.     In  particular,  I  will 
briefly  describe  for  you  the  present  situation  at  Miami's  Jackson  Memorial 
Hospital,  Boston  City  Hospital,  and  Los  Angeles  County's  Harbor/UCLA  Medical 
Center . 

Finally,  I  will  conclude  with  several  summary  recommendations  for  the 
Subcommittee  as  you  move  forward  with  your  deliberations  this  year. 


I .        The  Situation  of  Urban  Public  Hospitals  Nationally 

Increased  attention  has  been  paid  in  recent  years  to  the  valuable 
hospital  network  that  serves  as  the  safety  net  for  America's  health  system. 
This  network  is  comprised  of  a  surprisingly  small  group  of  large  teaching 
hospitals  in  our  nation's  metropolitan  areas  —  perhaps  no  more  thcui  two  or 
three  hundred  in  all,  out  of  over  6,000  hospitals  nationally. 

While  there  are  a  number  of  non-profit  teaching  and  community  hospitals 
within  this  network,  the  oaajority  are  government- supported  facilities.  These 
include  city  and  county  hospitals,  state  university  hospitals,  and  hospital 
districts  and  authorities,  in  addition  to  non-profit  facilities. 

While  these  safety  net  hospitals  operate  under  a  variety  of  legal 
structures,  they  share  a  common  mission  and  mainy  common  characteristics  that 
set  them  apart  from  other  community  hospitals.    These  hospitals  provide  a 
significantly  higher  volume  of  inpatient  and  outpatient  services  thcin  their 
private  sector  counterparts;  they  have  seen  increases  in  occupancy  rates  while 
the  hospital  industry  in  general  has  seen  occupancy  rates  fall;  they  provide 
many  unprofitable  specialized  services;  and  they  are  major  educators  of  our 
nation's  physicians  and  nurses.    They  are  funded  to  a  much  greater  degree  than 
other  hospitals  by  governmental  sources  (local,  state  and  federal),  and 
typically  have  a  much  lower  proportion  of  privately  insured  patients.  They 
continue  to  bear  an  enormous  and  increasing  share  of  the  burden  for  care  to 
the  poor  in  comparison  to  other  segments  of  the  hospital  industry. 

The  information  I  will  present  describes  the  distinguishing 
characteristics  of  these  safety  net  hospitals,  drawing  on  data  from  our  as  yet 
incomplete  1988  NAPH  survey.    While  this  data  relates  only  to  NAPH  member 
hospitals,  we  believe  our  sample  is  sufficiently  large  (approximately  50 
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hospitals  responding  to  our  surveys,  with  gross  revenues  in  excess  of 

$6  billion)  to  enable  you  to  draw  some  conclusions  about  this  segment  of  the 

industry  as  a  whole. 

A.  Volume  of  Services 

Although  NAPH  member  hospitals  are  few  in  number,  they  provide  a  huge 
volume  of  care,  and  that  volume  continues  to  increase.     In  1986,  48  NAPH 
hospitals  provided  819,155  inpatient  admissions.    NAPH  hospitals  averaged 
19,050  admissions  per  hospital,  while  other  short-term  acute  care  hospitals  in 
the  same  metropolitan  areas  averaged  only  7,038  admissions  per  hospital.  By 
1987,  HAPH  hospitals  were  averaging  19,249  admissions  per  hospital.  NAPH 
members  also  provided  a  disproportionate  share  of  outpatient  services, 
averaging  over  242,000  visits  per  hospital  in  1986,  compared  with  other 
short-term  community  hospitals,  which  averaged  only  50,414  visits  per 
hospital.    By  1987,  NAPH  hospitals  were  averaging  over  278,000  visits  per 
hospital. 

Menber  hospitals  averaged  3,873  births  per  hospital  in  1986,  while  other 
short-term  hospitals  averaged  just  763  per  hospital.    Our  members  experienced 
almost  twice  as  many  surgical  cases  than  did  other  community  hospitals, 
averaging  over  8,000  cases  in  1986  as  compared  to  4,607  for  other  short-term 
conmunity  hospitals. 

B.  Occupancy  Rates 

Another  striking  difference  between  NAPH  member  hospitals  and  other 
community  hospitals  is  illustrated  by  hospital  occupancy  rates,  and  by  the 
continued  increase  in  these  rates  at  a  time  when  occupancy  rates  in  the  rest 
of  the  industry  have  gone  down.    The  AHA  reports  that  occupancy  rates  for 
conmunity  hospitals  have  been  declining,  from  75%  in  1975,  to  69%  in  1984,  and 
65%  in  1985.     In  1986,  community  hospitals  showed  a  modest  increase  to  67% 
occupctncy.    For  NAPH  hospitals,  however,  the  rates  have  been  considerably 
higher  and  remain  so.    In  1984,  occupancy  rates  for  NAPH  members  averaged  79%, 
and  in  1985,  80%.    By  1986,  occupancy  rates  were  83%. 

C.  Trauma  Care  and  Other  Specialized  Services 

In  addition  to  providing  care  to  the  poor,  NAPH  hospitals  also  provide 
many  specialized  services  that  aure  unprofitable  and,  consequently,  au^e  not 
offered  by  many  other  hospitals  in  the  conmunity.    For  example,  NAPH  hospitals 
are  three  times  more  likely  to  be  designated  a  trauma  center  than  private 
facilities.    Seventy-six  percent  (76%)  of  NAPH  member  hospitals  are  designated 
as  trauma  centers,  while  only  24%  of  other  short-term  acute  care  hospitals 
provide  this  service.    As  you  are  aware,  hospitals  in  some  parts  of  the 
country  are  now  dropping  their  trauma  center  designations  and  are  even  seeking 
ways  to  curtail  their  emergency  room  services. 

Thirty-nine  percent  (39%)  of  NAPH  hospitals  have  a  designated  burn 
center,  while  only  3%  of  other  community  hospitals  have  such  designations. 
One  hundred  percent  (100%)  of  NAPH  hospitals  provide  organized  outpatient 
services,  while  the  community  hospital  average  is  69%.    Seventy-four  percent 
(74%)  of  NAPH  members  provide  neonatal  ICU  services,  as  compared  with  only  14% 
of  other  community  hospitals.    Forty-one  percent  (41%)  perform  open-heart 
surgery,  compared  to  17%  of  other  hospitals.    NAPH  hospitals  are  also  more 
likely  to  offer  psychiatric  services:    ''8%  offer  inpatient  psychiatric 
services,  as  compared  with  39%  of  other  hospitals. 

The  costs  associated  with  the  provision  of  these  specialized  services 
can  be  burdensome.    For  example,  many  inner-city  trauma  centers  provide  a  high 
proportion  of  uncompensated  care  associated  with  gunshot-wound  victims  and 
other  victims  of  violent  crime.    The  cost  of  such  treatment  is  high  and,  most 
often,  patients  have  no  insurance  or  other  means  to  pay  for  it. 

D.  AIDS 

MAPH  member  hospitals  have  also  been  at  the  forefront  of  the  AIDS 

epidemic,  treating  a  disproportionate  share  of  the  AIDS  population,  and  that 

burden  is  also  increasing.    According  to  em  NAPH  study  of  the  financing  and 
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care  of  AIDS  patients  in  U.S.  hospitals,  NAPH  member  hospitals  treated  55%  of 
the  AIDS  patient-s  included  in  the  survey,  but  represented  fewer  than  25%  of 
the  beds.    MAPH  hospitals  treated  an  average  of  61  AIDS  inpatients  in  1985;  by 
1987,  that  average  was  up  to  111  inpatients,  for  an  increase  of  over  80%. 

Outpatient  services  to  AIDS  patients  increased  even  more  dramatically. 
MAPH  hospitals  provided  an  average  of  965  outpatient  visits  during  1985,  and 
an  average  of  1,539  visits  during  1987,  for  an  increase  of  nearly  60%. 

We  have  some  dramatic  statistics  on  the  sources  of  payment  for  AIDS 
care.    Only  8%  of  AIDS  patients  in  1985  were  covered  by  private  insurance. 
Twenty-five  percent  (25%)  were  described  as  "self-pay"  or  "other"  patients,  a 
good  proxy  for  non-paying  patients.    Sixty-two  percent  (62%)  were  covered  by 
Medicaid  (pointing  to  the  importance  of  that  program  in  the  financing  of  AIDS 
care).    Medicare  covers  only  a  small  fraction  of  AIDs  patients  —  edx3ut  1%. 
In  all,  92%  of  the  AIDS  patients  treated  in  public  hospitals  were  supported  by 
some  kind  of  government  program  or  funding  (since  local  governments  in  effect 
pay  for  the  non-paying  patients). 

Preliminary  data  from  1987  indicate  that  the  percent  of  Medicaid 
payments  has  decreased  to  54%,  eind  the  self -pay/other  sources  of  financing 
have  increased  to  33%.    Private  insurance  represented  9%  of  admissions  and 
Medicare  was  up  very  slightly  to  2%.  i 

E.  Medical  Educatioi 

NAPH  members  have  maintained  their  commitment  as  major  teaching 
hospitals,  as  well,  with  member  hospitals  averaging  173  residents  per  hospital 
in  1986,  with  an  average  ratio  of  .35  residents  per  bed.     (The  Council  of 
Teaching  Hospitals  considers  a  ratio  of  over  .25  to  be  a  major  teaching 
commitment.) 

F .  Care  to  the  Uninsured  and  Underinsured 

Although  all  of  the  characteristics  outlined  above  distinguish  safety 
net  hospitals  from  other  health  care  providers,  it  is  their  open  doors  for  the 
■edically  disenfranchised  that  make  these  hospitals  particularly  vulneraible  to 
federal  budget  reductions.    The  financial  cUid  programmatic  situations  of  these 
hospitals  have  been  affected  by  several  factors,  including  increases  in  the 
medically  needy  population,  decreases  in  Medicare  coverage  of  costs,  and 
declines  in  Medicaid  coverage. 

In  1985,  NAPH  hospitals  averaged  167,184  inpatient  days  per  hospital,  of 
which  42,877,  or  25.65%,  were  considered  bad  debt/charity  care.    By  1987,  bad 
debt/charity  care  represented  over  28%  of  patient  days  (am  average  of  51,788 
uncompensated  days  out  of  180,052  total  days  per  hospital).    On  the  outpatient 
side,  HAPH  hospitals  averaged  278,463  visits  per  hospital  in  1987,  of  which 
116,136,  or  42%,  were  bad  debt/charity  care  visits. 

For  some  individual  hospitals,  the  percentages  of  bad  debt  and  charity 
care  were  much  higher.    For  the  Harris  County  Hospital  District,  in  Houston, 
Texas,  for  example,  bad  debt/charity  care  represented  79%  of  all  inpatient 
days  and  79%  of  all  outpatient  visits  in  1987.    Parkland  Memorial  Hospital  in 
Dallas  reports  that  bad  debt/charity  care  accounted  for  47%  of  inpatient  days 
and  44%  of  outpatient  visits  in  1987. 

G.  Health  Personnel  Shortages 

HAPH  hospitals  are  among  the  biggest  losers  in  the  current  nursing  and 
manpower  shortages  being  experienced  in  today's  health  care  marketplace.  A 
recent  NAPH  survey  shows  that  49  safety  net  hospitals  had  an  average  16% 
vacancy  rate  for  registered  nurses.    Hospitals  nationwide  had  a  11.3%  vacancy 
rate,  according  to  the  AHA.    These  statistics,  in  combination  with  the 
above-mentioned  increases  in  occupancy  rates  for  public  hospitals,  fKJint  out  a 
severe  problem  that  needs  to  be  addressed  at  the  federal  level. 

According  to  the  NAPH  survey,  the  RN  shortage  in  public  hospitals  is 
made  worse  by  a  lack  of  funding,  making  it  difficult  to  compete  with  private 
sector  wage  increases  and  bonuses.    In  addition,  41%  of  responding  hospitals 
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indicate  that  the  types  of  patients  they  serve  and  the  level  of  services  they 
provide  also  hinder  recruiting  efforts.     (These  factors  apply  to  recruitment 
of  physicians  and  other  health  professionals,  as  well  as  nurses.) 

The  oationwide  nursing  shortage  has  forced  safety  net  hospitals  to 
allocate  relatively  more  of  their  scarce  resources  to  nursing  salaries. 
Boston  City  Hospital,  for  exanple,  gave  a  24%  raise  to  nurses  last  year  and 
had  to  spend  increased  sums  on  overtime  and  agency  fees.    The  New  York  City 
Health  and  Hospitals  Corporation  is  offering  any  employee  a  $1000  bonus  to 
recruit  a  registered  nurse  if  the  nurse  stays  at  least  one  year. 


II.      Financing  of  Care 

A.  Sources  of  Revenue 

Payments  for  the  care  of  low-income  patients,  through  Medicare,  Medicaid 
and  city,  county,  ajnd  state  funds,  continue  to  represent  the  major  source  of 
revenue  for  large  urban  public  hospitals.     In  1987,  private  insurance 
represented  only  13%  of  gross  revenues  and  19%  of  the  net  revenues  for  NAPH 
hospitals.    Funds  for  the  treatment  of  low-income  patients  represented  61%  of 
net  revenues,  at  an  average  of  $71.01  million  per  hospital  ($39.65  million  for 
Medicaid  and  $31.36  million  for  local/state  funds). 

Although  Medicare  payments  (at  18%)  represent  a  relatively  smaller  portion 
of  the  total  revenues  in  major  urban  public  hospitals  tham  in  the  private 
sector,  Medicare  nevertheless  represents  a  substantial  proportion  of  the 
"insured"  patient  population  and,  therefore.  Medicare  payment  policies  are 
extremely  important  to  safety  net  hospitals. 

In  recent  years,  as  in  the  rest  of  the  hospital  industry.  Medicare 
payments  have  failed  to  keep  pace  with  inflation  —  due  in  large  measure  to 
PPS  update  factors  below  the  hospital  market  basket,  reductions  in  the 
indirect  medical  education  adjustment,  and  reductions  in  payments  for  capital 
costs. 

While  the  disproportionate  share  hospital  adjustment  has  been  invaluable 
to  NAPH  members,  the  removal  of  the  15%  adjustment  cap  has  not  made  up  for  the 
decreases  in  other  aspects  of  the  Medicare  program,  as  I  will  illustrate  by 
describing  the  situations  of  a  number  of  specific  hospitals  in  section  IV  of 
my  testimony. 

It  is  important  to  note  that  when  Medicare  payments  are  reduced,  the  local 
governments  that  own  public  hospitals  must  make  up  the  shortfall.    This  is 
becoming  eui  ever  increasing  strain;  many  local  governments  simply  are  uneible 
or  unwilling  to  make  up  for  losses  in  Medicare  payments. 

B.  Operating  Margins 

A  very  important  indicator  of  a  hospital's  firumcial  condition  is  its 
overall  operating  margin,  or  revenues  over  expenses.    The  typical  NAPH 
hospital  has  had  and  continues  to  have  a  negative  margin,  a  result  of  revenues 
inadequate  to  cover  costs  of  care.    In  1985,  NAPH  hospitals'  average  net 
revenues  were  $111.6  million.    Average  expenses  were  $118.66  million. 
Therefore,  on  average,  NAPH  hospitals  had  a  deficit  of  $7.06  million,  for  a 
margin  of  -6%. 

Forty-eight  percent  (48%)  of  NAPH  member  hospitals  reported  a  deficit  in 
1985.    For  those  hospitals  with  a  deficit,  the  deficit  averaged  $24.48 
million.    By  1987,  there  had  been  a  small  improvement  in  the  deficit  situation 
among  NAPH  members.    However,  the  average  margin  was  still  negative.  NAPH 
members  reported  average  revenues  of  $117.76  million  per  hospital  and  average 
expenses  of  $123.96  million.    The  average  margin  was  -$6.26  million  or  -5%. 
In  spite  of  this  small  improvement,  however,  48%  of  NAPH  hospitals  still 
remained  in  a  deficit  position,  and  the  average  deficit  of  these  hospitals  was 
over  $14  million. 
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III.    Proposed  Changes  in  Medicare  Payment  Policies 

The  President's  budget  calls  for  cuts  in  payments  to  teaching  hospitals 
and  in  capital  cost  reimbursement.    In  addition,  the  Inspector  General  of  the 
Department  of  Health  and  Human  Services  ("HHS")  called  for  elimination  of  the 
disproportionate  share  adjustment  in  a  report  issued  last  May.    I  would  like 
to  address  these  issues  and  the  problems  that  would  result  if  such  changes 
were  aade. 

A.  Medical  Education  Adjustments 

The  President's  budget  contains  proposals  to  reduce  the  Medicare  payment 
adjustment  for  the  indirect  costs  of  graduate  medical  education.  The 
adjustment  would  be  reduced  froa  7.65%  to  4.05%. 

The  General  Accounting  Office  ("GAG")  also  has  opined  that  the  indirect 
medical  education  adjustment  is  too  high  (GAO/HRD-89-33) .    The  GAO  recommends 
that,  without  changes  to  the  cost  factors  considered  in  calculating  the 
adjustment,  the  indirect  medical  education  adjustment  should  be  set  at  5.09%, 
if  the  costs  are  measured  more  accurately. 

The  Association  of  American  Medical  Colleges  ("AAMC")  recently  analyzed 
the  iapact  of  the  various  types  of  PPS  payments  on  hospital  margins  and  the 
effect  of  cutting  the  indirect  medical  education  adjustment  from  7.65%  to 
4.05%,  as  proposed  by  the  President.    The  AAMC  found  that  the  DRG  rate  does 
not  recognize  important  differences  in  hospital  costs,  including  the  range  of 
services  offered  by  teaching  hospitals  and  the  socioeconomic  mix  of  their 
patients.    According  to  AAMC's  analysis,  a  50%  reduction  in  the  indirect 
medical  education  adjustment  would  reduce  average  PPS  margins  of  teaching 
hospitals  from  1%  to  -10%,  not  counting  the  disproportionate  share  adjustment, 
or  -5.5%  counting  the  disproportionate  share  adjustment. 

Moreover,  the  impact  of  reductions  in  indirect  medical  education 
payments  may  be  exacertiated  by  changes  in  the  reimbursement  methodology  for 
the  direct  costs  of  medical  education.    Since  the  Health  Care  Financing 
Administration  only  recently  issued  proposed  regulations  for  implementing  this 
statutory  change,  the  impact  of  the  new  payment  methodology  is  not  yet  clear. 
Thus,  to  avoid  the  potential  for  totally  unmanageable  financial  distress,  it 
may  be  wise  to  postpone  any  changes  in  the  reimbursement  for  indirect  medical 
education  costs. 

In  summary,  reaching  a  truly  accurate  figure  with  respect  to  the 
indirect  costs  of  graduate  medical  education  involves  a  complex  interaction  of 
variables  (such  as  case-mix,  location,  and  the  effects  of  outlier  and 
disproportionate  share  payments).     I  will  not  venture  to  suggest  that  a 
specific  figure  is  correct  or  incorrect.    Rather,  I  will  assert  simply  this: 
urban  public  hospitals  cannot  withstand  cuts  in  medical  education  payments 
without  compensating  adjustments  elsewhere  in  the  Medicare  reimbursement 
scheme. 

B.  Capital  Payments 

In  OBRA  1987,  Congrsss  reduced  payments  for  capital  costs  by  12%  (below 
costs)  as  of  January  1,  1988,  and  by  15%  in  FY  1989.     In  FY  1991  the  Secretary 
of  Health  and  Human  Services  will  be  required  to  incorporate  capital  payments 
into  the  prospective  payment  system. 

The  President  has  proposed  that  capital  costs  be  reduced  more 
drastically  in  FY  1990  —  to  25%  below  costs.    While  the  impact  of  these 
reductions  would  not  as  great  as  that  resulting  from  cuts  in  indirect  medical 
education  reimbursement,  they  are  still  significant  for  urban  public 
hospitals . 

HAPH  members  aind  other  metropolitan  public  hospitals  have  special 
concerns  regarding  capital  cost  reimbursement  because  the  average  age  of  their 
plants  is  significantly  greater  than  that  of  other  hospitals.  Capital 
improvements,  including  modernization  of  equipment,  have  been  unaffordable  to 
most  urban  public  hospitals.     Because  of  their  relatively  low  level  of 
privately-insured  patients,  as  noted  above,  such  hospitals  are  uniquely 
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reliant  on  governmental  payors  in  their  effort  to  gain  access  to  capital.  Yet 
it  is  this  very  same  reliance  that  makes  it  so  -importamt  that  needed 
renovaticais  and  improvements  be  m^e.    At  this  point,  the  situation  is  getting 
desperate  for  mauiy  safety  net  facilities.    Thus,  I  urge  you  to  keep  the 
situation  of  these  hospitals  in  mind  when  considering  any  changes  in  the 
reimbursement  for  capital  costs.    In  addition,  we  will  be  asking  the  Congress 
later  this  year  to  consider  taking  positive  steps  to  assist  such  safety  net 
hospitals  in  gaining  access  to  capital. 

C.  The  Disproportionate  Share  Adjustment 

As  I  mentioned  above,  the  disproportionate  share  adjustment  has  been 
essential  for  our  nation's  urban  public  hospitals,  and  has  been  an  effective 
way  to  target  Medicare  funds  where  they  are  needed  most.    From  the  information 
presented  earlier,  there  should  be  no  doubt  that  these  hospitals  are  deserving 
of  this  adjustment,  in  support  of  the  vital  role  they  play  in  caring  for  the 
nation's  low  income  elderly  and  other  poor,  and  in  providing  essential 
specialized  services  to  all  citizens.    Nevertheless,  the  HHS  Inspector  General 
issued  a  report  in  May  of  1988,  claiming  that  the  disproportionate  share 
adjustment  was  not  necessary  and  should  not  be  renewed  upon  its  expiration 
date,  which  was  then  set  at  1990. 

NAEU  is  pleased  that  your  subcommittee  subsequently  took  the  lead  in 
convincing  the  Congress  to  reaffirm  the  importance  cmd  validity  of  the 
disproportionate  share  adjustment  by  extending  the  expiration  date  until 
October  1,  1995.    Although  the  Congress  thus  already  has  rejected  the 
Inspector  General's  reconmendation,  by  extending  the  adjustment,  I  would  like 
to  take  this  opportunity  to  point  out  some  serious  flaws  in  the  Inspector 
General's  report. 

First,  in  conducting  the  audit  on  which  his  conclusions  are  based,  the 
Inspector  General  used  data  that  were  seriously  out  of  date.    Second,  unlike 
ProPAC,  the  Congressional  Budget  Office,  and  other  observers,  the  Inspector 
General  looked  only  at  Medicare  costs  and  expenditures  —  amd  not  at  all  at 
the  costs  associated  with  Medicaid  and  uninsured  patients,  which  are  an 
essential  part  of  the  disproportionate  share  adjustment  equation. 


IV.  Illustrations 

In  this  section  of  my  testimony,  I  would  like  to  illustrate  the  general 
characteristics  and  observations  set  out  above  by  describing  the  current 
situation  of  three  particular  urban  safety  net  hospitals. 


A.       James  A.  Jackson  Memorial  Hospital,  Miami 

Jackson  Memorial  Hospital  (JMH)  is  a  1371  bed  public  hospital  owned  by 
Dade  County  and  operated  by  the  Dade  County  Public  Health  Trust .    The  Trust 
also  owns  and  operates  two  other  inpatient  facilities  with  an  additional  115 
beds,  bringing  the  total  to  1486  beds  in  all.    JMH  is  the  largest  hospital  in 
the  Southeastern  United  States.     It  serves  as  a  regional  tertiary  referral 
center,  for  insured  and  uninsured  patients  alike,  for  a  wide  range  of  medical 
specialties.    Those  include  perinatal  care,  high  risk  obstetrics,  severe 
burns,  spinal  cord  injuries,  cancer  and  transpleuitation.    JMH  has  96  specialty 
outpatient  clinics  cuid  numerous  special  care  centers  around  its  campus,  and 
serves  as  the  only  Level  I  Trauma  Center  in  South  Florida. 

During  FY  1989,  JMH  anticipates  providing  over  463,000  inpatient  days  of 
hospital  care,  over  278,000  outpatient  visits,  and  over  155,000  emergency  room 
visits.    JMH's  emergency  room  and  outpatient  centers  will  experience  43%  of 
all  of  the  outpatient  and  ER  visits  in  the  Miami  metropolitan  area.  Over 
sixty  percent  (60.8%)  of  JMH's  inpatient  days  and  63.9%  of  its  outpatient  and 
emergency  room  visits  will  be  for  uninsured  or  low-income  patients. 

JMH's  inpatient  admissions  continue  to  increase  at  a  rate  of  7-10%  per 
year,  and  its  occupancy  rate  continues  to  rise  as  well.    This  year,  JMH 
anticipates  operating  at  a  92.6%  occupancy  rate  overall.    Some  services, 
however,  will  be  far  higher  than  that.    JMH  amticipates  more  thein  16,000  live 
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births  this  year  (over  44  per  day),  with  the  result  that  its  newborn  occupancy 
rate  is  expected  to  be  over  119%.    JMH's  AIDS  inpatient  population  continues 
to  increase  dramatically  —  from  18  inpatients  on  any  given  day  in  1985  to 
over  55  today. 

JMH's  work  force  consists  of  over  6500  FTE  employees,  making  it  the 
seventh  largest  employer  in  Dade  County.     Its  medical  education  program  is 
also  one  of  the  largest  in  the  country.    Next  year,  it  will  train  415  of  its 
own  medical  house  staff,  and  an  additional  270  house  staff  associated  with 
other  schools  and  facilities. 

In  1987,  the  last  full  yecir  for  which  we  have  complete  figures,  Jackson 
Memorial  Hospital  had  net  patient  service  revenues  of  approximately  S284 
million.    Seventeen  percent  (17%)  of  JMH's  1987  revenues  were  from  Medicare, 
16%  from  Medicaid,  and  25%  from  private  insurance.    By  far  the  largest 
proportion,  or  42%,  came  from  direct  state  and  local  governmental  subsidies. 
Over  33.7%  of  JMH's  total  budget  —  am  amount  greater  than  its  Medicare  and 
Medicaid  revenues  combined  —  was  provided  by  Dade  County  alone. 


JMH's  total  operating  expenses  in  1987  were  approximately  $305  million, 
resulting  in  a  patient  services  operating  deficit  of  $21  million,  or  nearly 
-7%.    Fortunately,  through  a  variety  of  other  small  sources  of  non-operating 
revenue  and  emergency  state  grants  totaling  nearly  $10  million,  JMH  was  able 
to  end  1987  with  an  overall  surplus  of  $530,000.    This  represented  a  "profit 
margin,"  if  you  would  like  to  call  it  that,  of  less  than  two-tenths  of  one 
percent,  after  taking  into  account  the  significant  direct  state  and  local 
subsidy.    Without  this  subsidy,  JMH's  negative  margin  would  have  been  well 
over  -30%! 

Medicare  patients  account  for  a  substantial  proportion  of  JMH's 
"insured"  patients,  and  therefore  is  an  important  third-  party  revenue  stream. 
Yet  trtiile  its  Medicare  patient  load  has  continued  to  expand  each  year,  its 
total  Medicare  reimbursement  has  actually  been  reduced  in  real  dollars  each 
year  —  from  $32.8  million  in  1985  to  $29.7  million  in  1987. 

In  particular,  JMH  has  seen  a  dramatic  reduction  in  the  proportion  of 
its  gross  Medicare  revenues  covered  by  Medicare  payments.     In  1985,  Medicare 
paid  Jackson  Memorial  71%  of  its  gross  Medicare  charges.    By  1987,  that 
proportion  was  reduced  to  66%;  it  is  estimated  to  be  just  63%  in  1988  and  58% 
in  1989.    By  way  of  contrast,  even  Medicaid  will  pay  JMH  about  73%  of  gross 
charges  this  year  —  and  Florida  is  by  no  means  a  generous  Medicaid  payor. 

This  reduction  in  the  adequacy  of  Medicare  funding  has  occurred  despite 
the  fact  that  JMH's  Medicare  disproportionate  share  hospital  adjustment 
increased  from  zero  in  1985  to  approximately  SI. 8  million  in  1987.  The 
problem  is,  the  indirect  medical  education  adjustment  fell  during  that  period 
by  nearly  SI  million;  program-wide  increases  were  held  well  below  the  rate  of 
inflation;  and  capital  cost  reimbursement  also  has  been  substantially  reduced. 

B.       Boston  City  Hospital 

Boston  City  Hospital  (BCH)  is  a  468-bed  tertiary  care  facility  founded 
in  1864.    Its  occupancy  rate  presently  is  77.8%.    BCH  is  a  Level  I  Trauma 
Center  ani  also  offers  special  expertise  in  high-risk  obstetrical  care, 
pediatric  infectious  diseases,  and  connective  tissue  disorders.    The  Hospital 
contains  a  neonatal  intensive  care  unit  which  treats  one-fourth  of  all  the 
children  born  at  the  hospital.     In  addition,  BCH  serves  as  major  teaching 
center  for  nurses  and  other  allied  health  professionals,  as  well  as 
physicians.    This  year,  BCH  will  train  approximately  230  residents. 

BCH  will  have  net  operating  revenue  of  $130,738,000  in  1989,  and  will 
provide  $63.3  million,  or  about  44%  of  its  total  utilization,  in  care  for 
uninsured  indigent  patients  (including  bad  debt  and  uncompensated  care). 
Medicare  is  expected  to  contribute  18%  of  the  hospital's  revenues,  or 
$25,913,000,  in  FY  1989,  including  a  disproportionate  share  adjustment  of 
$1.7  million.     In  FY  1990,  BCH  expects  to  receive  over  $3.13  million  for 
indirect  medical  education  costs  and  another  $3  million  for  direct  medical 
education  costs. 
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Despite  these  payments,  BCH  has  been  losing  money  since  the  mid-1980s. 
In  FY  1989,  it  is  expected  to  lose  $13.2  million,  of  which  over  $1  million  can 
be  attributed  to  the  losses  incurred  in  treating  Medicare  patients.     In  FY 
1990,  BCH  expects  to  lose  close  to  $1.7  atillion  in  treating  Medicare  patients 
(assuming  a  PP5  update  of  2%). 

If  the  proposed  cuts  in  the  indirect  medical  education  adjustment  are 
enacted,  Boston  City  Hospital  estimates  a  loss  of  approximately  SI. 6  million. 
In  addition,  BCK  estimates  losing  over  half  a  million  dollars  due  to 
iiqjlementation  of  the  new  methodology  in  reimbursement  for  direct  medical 
education  expenses. 

BCH  currently  projects  a  FY  1989  operating  margin  of  -9.2%.  Accounting 
for  the  estimated  cuts  in  direct,  and  proposed  cuts  in  indirect  medical 
education  payments,  the  Hospital's  total  operating  margin  would  be  -10.7%. 


C.       Harbor/UCLA  Medical  Center,  Los  Angeles 

Harbor/UCLA  Medical  Center,  part  of  the  Los  Angeles  County  Department  of 
Health  Services,  is  an  urban  teaching  hospital  that  functions  as  the  facility 
of  last  resort  for  the  uninsured  and  uirfer-insured  population  in  the 
southwestern  region  of  Los  Angeles  County.    It  has  553  licensed  beds,  and  will 
train  350  medical  residents  this  year.    Harbor/UCLA's  average  daily  census  in 
1988-89  is  expected  to  be  485  (for  an  occupancy  rate  of  87.7%).    Harbor  is  a 
certified  Level  I  Trauma  Center  and  is  designated  as  a  Pediatric  Critical  Care 
Center.    It  is  a  major  provider  of  piiblic  mental  health  care,  and  is  also 
known  for  its  heart  surgery  eind  renal  transplant  programs.     In  1987-88,  Harbor 
provided  over  $93  million  in  unreimbursed  charity  care.    Most  of  its  Medicare 
patients  are  low-income  cind  aire  also  eligible  for  Medi-Cal  (California's 
Medicaid  program) . 

In  1987-88,  Harbor's  net  revenues  came  primarily  from  Medi-Cal  payments 
(30.7%)  and  state  and  local  government  subsidies  (47,2%).    Medicare  payments 
constituted  just  6.5%  of  its  net  rev^ues,  or  $11.5  million.  Harbor's 
operating  expenses  for  1987-88  were  $180  million,  while  its  net  operating 
revenues  were  only  $176.6  million,  leaving  a  negative  operating  margin  of 
-$3.4  million  or  -2%.     If  local  and  iKsn-Medicaid  state  subsidies  are  not 
counted,  the  operating  margin  was  -27.37%. 

Harbor  projects  that  in  1988-89,  its  net  Medicare  revenues  will  total 
approximately  $12,5  million,  of  which  approximately  $2.4  million  will  be  for 
its  indirect  medical  education  adjustnoit,  and  $1.6  million  will  be  its 
disproportionate  share  adjustment. 

A  reduction  in  the  indirect  teaching  adjustment  to  4.05%  would  translate 
into  a  loss  of  close  to  half  a  million  dollars.    Thus,  while  Medicare  is  not 
one  of  Harbor's  largest  payors,  its  Medicaure  revenues  —  and  particularly  the 
teaching  and  disproportionate  share  adjustments  —  are  nonetheless  essential 
to  its  continued  survival. 

In  summary,  you  can  see  from  these  illustrations  that  the  nation's 
safety  net  hospitals  are  operating  "at  the  margin."    In  fact,  raost  have 
negative  operating  nnargins,  and  I  could  have  substituted  public  hospitals  in 
Memphis,  Cincinnati,  Houston,  Denver,  Oakland,  or  a  dozen  other  major  urban 
areas  and  described  basically  the  same  situations.    While  we  recognize  that 
the  budget  deficit  constrains  the  eUsility  of  Congress  to  address  all  of  the 
needs  of  safety  net  hospitals,  we  urge  you  to  give  extra  consideration  to  the 
financial  situation  of  these  hospitals  in  formulating  your  budget 
recommendations . 

While  we  acknowledge  that  the  subcoomittee  is  only  beginning  to  consider 
your  legislative  agenda  for  the  new  Congress,  we  believe  it  is  important  to 
set  concrete  goals  early  on  if  they  are  to  be  achieved  in  an  era  in  which  the 
budget  deficit  is  such  an  overwhelming  concern.    We  therefore  reiterate  our 
applause  for  Chairman  Stark  cUid  your  cosponsors  for  already  introducing 
legislation  to  address  such  critical  concerns  as  direct  support  for  "safety 
net"  hospitals,  the  crisis  in  trauma  care,  and  the  adequacy  of  Medicaid 
payments.    In  the  forthcoming  budget  debate,  we  urge  you  to  pay  careful 
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attention  to  the  intact  of  the  indirect  teaching  and  disproportionate  share 
hospital  adjustments  on  our  most  vulnerable  safety  net  hospitals.    We  further 
urge  your  continued  careful  consideration  of  legislation  to  mandate  minimum 
health  benefits,  emd  we  expect  also  to  invite  your  continued  attention  this 
year  to  narrower,  but  equally  importaint,  issues  such  as  access  to  capital, 
Medicare  bad  debt  payments,  outliers,  and  outpatient  surgery.    Finally,  you 
should  be  aware  that,  in  the  forthccaning  debate  over  the  most  appropriate 
methods  of  reducing  the  deficit  —  with  all  due  respect  to  the  ceunpaign 
promises  of  President  Bush  —  you  will  have  the  support  of  at  least  this 
segment  of  the  industry  if  you  choose  to  raise  taixes  to  offset  at  least  a  part 
of  the  deficit. 


19-716  0-89-5 
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Chairman  Stark.  Thank  you  very  much. 
Mr.  Van  Hook. 

STATEMENT  OF  ROBERT  T.  VAN  HOOK,  EXECUTIVE  DIRECTOR, 
NATIONAL  RURAL  HEALTH  ASSOCIATION 

Mr.  Van  Hook.  Mr.  Chairman,  I  am  Bob  Van  Hook.  I  am  execu- 
tive director  of  the  National  Rural  Health  Association,  and  I  really 
appreciate  the  opportunity  to  testify  on  behalf  of  NRHA  members 
on  our  perspectives  on  rural  hospitals. 

Rural  America  is  a  place  of  great  variety.  Rural  communities 
like  the  hospitals  have  serve  them  vary  greatly.  Rural  Georgia  is 
quite  different  from  rural  Montana,  and  its  hospitals  usually  re- 
flect those  differences  even  though  our  health  policies  do  not  do  it 
as  well  as  they  could. 

Despite  those  differences,  most  rural  areas  share  a  set  of 
common  problems.  Failing  rural  economies  combine  with  a  variety 
of  other  health  care  system  changes  to  place  many  rural  hospitals 
in  jeopardy.  At  the  current  rate  of  more  than  40  rural  hospital  clo- 
sures per  year,  well  over  400,  or  15  percent  of  the  Nation's  more 
than  2,600  rural  hospitals  will  close  in  the  next  10  years. 

Chairman  Stark.  Excuse  me.  How  many  a  year? 

Mr.  Van  Hook.  About  40.  There  were,  I  believe,  41  last  year. 

Chairman  Stark.  So,  you  are  saying  every  hospital  that  closed 
last  year  was  rural? 

Mr.  Van  Hook.  No,  I  am  saying  41  rural. 

Chairman  Stark.  That  is  all  that  was  closed  last  year. 

Mr.  Van  Hook.  There  were  80  total. 

Chairman  Stark.  No,  there  were  not.  Believe  me,  there  were  not. 
Mr.  Van  Hook.  Seventy-nine. 

Chairman  Stark.  Forty.  Forty-one  to  be  exact.  We  have  the  num- 
bers, but  the  rest  was  a  shell  game.  Some  closed  and  some  re- 
opened, but  I  will  get  them  to  you  later. 

But  if  you  are  right,  it  strengthens  your  testimony  that  every 
hospital  that  closed  last  year  was  rural. 

I  will  get  you  that  later. 

Mr.  Van  Hook.  Fine,  sir. 

I  was  using  the  AHA  data. 

Chairman  Stark.  Be  careful  when  you  do  that. 

Mr.  Van  Hook.  I  guess  I  had  better. 

Others  are  projecting  the  closure  of  as  many  as  600  rural  hospi- 
tals over  the  next  10  years.  Obviously  not  all  closures  have  bad  out- 
comes for  either  the  rural  health  care  system  or  the  people  it 
serves. 

Many  closures,  however,  seriously  compromise  health  care  access 
as  Medicare  beneficiaries  and  other  rural  residents  who  have  no 
other  place  for  service  that  is  within  a  reasonable  driving  time. 

The  question  is  not,  "Will  rural  hospitals  close?"  or  even, 
"Should  rural  hospitals  close?"  The  questions  more  rightly  are: 
Which  rural  hospitals  will  close?  How  will  those  decisions  be  made, 
and  by  whom,  and  most  importantly,  what  services  will  be  left  in 
the  community  after  the  closure  of  the  hospital? 

Unfortunately,  current  decisions  on  rural  hospital  closures  are 
essentially  random,  and  the  health  outcome  of  those  decisions  are 
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almost  entirely  ignored  except  by  the  rural  communities  them- 
selves. 

What  is  wrong  with  rural  hospitals?  I  could  not  go  home  and 
face  my  members  if  I  did  not  reiterate  that  discriminatorily  low 
Medicare  reimbursement  is  a  major  problem.  But  it  is  not  the  only 
problem  facing  rural  hospitals.  We  simply  cannot  ignore  that 
under  PPS,  urban  hospitals  are  reimbursed  an  average  of  about  36 
percent  more  than  rural  hospitals  for  the  same  service.  Rural  hos- 
pitals are  the  low-cost  alternative,  but  not  that  low. 

All  we  want  is  a  level  playing  field  which  could  be  accomplished 
at  a  relatively  small  additional  cost  to  the  Medicare  program. 

I  also  want  to  mention  that  looking  at  the  cost  is  complicated.  It 
is  complicated  by  the  fact  that  rural  hospitals  have  been  underpaid 
for  the  last  5  years,  so  their  costs  are  necessarily  going  to  be  lower 
because  of  those  payments. 

The  declines  in  the  volume  of  in-patient  services  in  rural  hospi- 
tals, which  has  been  mentioned  several  times  today,  has  changed 
the  game  for  many  rural  hospitals  from  in-patient  to  out-patient 
services  for  a  variety  of  reasons. 

Rural  hospitals  have  experienced  declines  in  admissions  of 
around  30  percent  in  this  decade,  about  double  the  loss  in  urban 
hospitals. 

Health  personnel  shortages  continue  to  plague  rural  America. 
Most  rural  health  care  providers  indicate  that  recruiting  is  harder 
today  than  it  was  5  years  ago.  Recruiting  problems  exist  especially 
for  family  doctors,  nurses,  and  all  other  types  of  therapists. 

Access  to  affordable  capital  is  an  increasing  problem.  Rural  fa- 
cilities built  under  the  Hill-Burton  program  in  the  1950's  and 
1960's  are  aging,  and  need  to  be  replaced  or  remodeled. 

Finally,  overall  cuts  in  the  Medicare  program  are  mass  punish- 
ment for  both  hospitals  and  beneficiaries.  We  urge  Congress  not  to 
cut  Medicare.  Shrinking  the  reimbursement  pie  places  both  benefi- 
ciaries and  hospitals  at  jeopardy.  If  cuts  in  the  Medicare  program 
are  necessary,  they  should  carefully  consider  across  the  board  cuts. 
We  would  urge  you  to  be  selective  and  cut  programs  and  services 
that  lack  proven  efficacy  and  that  result  in  higher  profit  rates. 

Most  people,  when  they  think  of  public  hospitals  imagine  large 
inner  city  urban  facilities  such  as  Cook  County  Hospital  in  Chica- 
go, or  Truman  Medical  Center  in  my  hometown,  Kansas  City.  How- 
ever, about  40  percent  of  all  rural  hospitals  are  public  or  district 
hospitals.  Rural  and  inner-city  hospitals  are  an  odd  couple,  and 
share  many  characteristics  which  are  outlined  in  my  written  state- 
ment. 

Suffice  it  to  say  that  inner-city  and  rural  hospitals  are  the  sole 
community  health  resources  for  the  populations  they  serve.  They 
are  essentially  public  utilities.  If  they  close  or  curtail  services,  their 
populations  are  essentially  left  without  access. 

While  there  are  many  similarities  between  rural  and  urban  hos- 
pitals, there  are  also  some  important  differences.  The  first  is  the 
tyranny  of  averages.  The  prospective  payment  system  is  the  system 
based  on  a  large  number  of  cases,  over  which  the  cost  of  care  is 
supposed  to  average  out.  Smaller  rural  hospitals,  especially,  do  not 
have  these  large  numbers.  Therefore  PPS  for  smaller  facilities  is  a 
crap-shoot,  gambling  that  the  bad  cases  will  not  come  first. 
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There  is  a  high  cost  of  maintaining  critical  access.  The  sparse 
populations  in  rural  communities  results  in  a  higher  standby  costs 
for  low-volume  services  in  rural  hospitals,  even  if  the  service  is  an 
essential  one,  such  as  emergency  medical  services. 

Change  hits  hard.  Rural  hospitals'  heavy  reliance  on  Medicare  as 
a  payer  makes  them  disproportionately  vulnerable  to  changes  in 
the  Federal  program.  Every  ripple  in  the  Medicare  program  causes 
a  wave  in  the  rural  hospital  that  makes  for  a  very  rough  ride  in  a 
very  small  boat. 

Ambulatory  care  is  a  way  of  life.  One  of  the  ways  that  rural  hos- 
pitals have  coped  with  the  changes  brought  about  by  PPS  and  by 
the  climbing  in-patient  volume  has  been  to  develop  more  ambulato- 
ry services.  It  is  not  all  so  unusual  for  rural  hospitals  to  have  40 
percent  or  more  of  their  total  revenues  coming  from  ambulatory 
services. 

These  services  are  going  to  be  greatly  affected  by  paying  for 
them  prospectively,  and  I  would  urge  your  close  attention  to  the 
impact  of  doing  so.  Many  rural  hospitals  are  predicting  that  this 
change  alone  could  be  the  one  that  could  halt  more  services  than 
any  Medicare  changes  today. 

Rural  hospitals  are  the  low-cost,  low-tech  alternative  to  high-cost, 
high-tech  care  in  the  cities.  We  should  be  careful  not  to  dispose  of 
this  alternative  until  we  understand  the  relative  efficacy  of  each 
alternative.  Rural  hospitals  are  not  just  down-sized  urban  models. 
Rural  hospitals  and  the  populations  that  they  serve  have  unique 
essential  characteristics  that  require  different  and  more  flexible 
approaches. 

What  else  is  right  about  rural  hospitals?  Well,  many  rural  hospi- 
tals are  adapting  to  the  unprecedented  changes  of  the  last  5  years 
despite  the  many  problems  facing  them.  Rural  hospitals  are  diver- 
sifying. They  are  networking,  linking  rural  hospitals  with  other 
rurals,  and  rurals  to  urban.  And  they  are  down-sizing  to  adjust  to 
lessened  demand. 

Rural  hospitals  are  developing  systems  of  care  at  the  local  level, 
integrating  various  elements  of  the  health  care  system  into  their 
communities.  Rural  hospitals,  very  importantly,  are  developing 
new  models  of  care,  and  are  truly  becoming  community  health  cen- 
ters. These  models  are  evident  in  newly  emerging  formal  experi- 
ments in  Montana,  California,  Colorado,  and  Arkansas,  as  well  as 
less  formal  models  in  other  parts  of  the  country. 

What  needs  to  be  done?  Health  reimbursement  policies  should 
encourage  rural  hospitals  to  do  the  right  thing.  We  need  a  public 
policy  that  is  both  consistent  and  flexible,  and  that  will:  first,  pay 
all  hospitals  adequately  and  equitably  regardless  of  their  geo- 
graphical location;  second,  develop  increased  local  access  to  locally- 
appropriate,  necessary  services.  Services  follow  payment.  Pay  well 
for  organ  transplants  and  organ  transplants  will  proliferate.  Pay 
well  for  coordinated,  cost-effective  care,  and  those  services  will 
follow  as  well;  third,  encourage  new  rural  health  care  model  devel- 
opment that  does  not  depend  on  high  volume  of  in-patient  care  for 
survival,  and  that  retrofits  rural  hospitals  for  their  new  service 
missions;  fourth,  keep  Medicare  part  A  dollars  in  rural  communi- 
ties to  support  other  vital  services  after  the  closure  of  the  hospital, 
such  as  transportation  that  Mr.  Anthony  mentioned;  and,  fifth,  fi- 
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nally,  encourage  affiliations  that  foster  efficient,  high-quality  re- 
gionalized health  services  including  those  that  link  rural  facilities 
with  other  rural  facilities,  and  rural  with  urban. 

The  National  Rural  Health  Association  thanks  you  again  for  al- 
lowing us  to  testify,  and  we  stand  with  our  colleagues  in  the  hospi- 
tal industry  in  offering  to  help  with  these  changes. 

Thanks  for  the  opportunity. 

[The  statement  of  Robert  T.  Van  Hook  follows:] 
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RotMft  T.  Mn  Hook.  ExKUtIv*  Olractor 

What's  Right  and  Wrong  with  Rural  Hospitals? 

Testimony  before  the 
U.S.  House  of  Representatives 
Committee  on  Ways  and  Means 
Subcommittee  on  Health 
March  1, 1989 

My  name  is  Robert  Van  Hook,  Executive  Director  of  the  National  Rural  Health  Association. 
The  National  Rural  Health  Association  is  a  broad-based  organization  representing  a  diverse  member- 
ship, including  hospitals,  community  and  migrant  health  centers,  nursing  homes,  universities  and  oth- 
ers, as  well  as  private  doctors,  nurses,  educators  and  researchers  -  all  working  together  toward  the 
common  goal  of  improving  rural  health  and  rural  health  care.  1  appreciate  the  opportunity  to  testify 
on  behalf  of  NRHA  members  on  the  current  status  of  rural  hospitals. 

Rural  Hospitals  are  in  Trouble. 

Rural  America  is  a  place  of  great  variety.  Rural  commuruties,  like  the  hospitals  that  serve  them, 
vary  greatly.  Rural  Georgia  is  quite  different  from  rural  Montana,  and  its  hospitals  usually  reflect 
those  differences.  Despite  their  differences,  most  rural  areas  share  a  set  of  conunon  problems, 
including: 

•  economic  stagnation  or  decline; 

•  fewer  insured  people  and  more  people  less  able  to  pay  bills; 

•  more  stress-related  health  problems; 

•  shrirJcing  p>opulations  as  rural  people  move  to  cities  to  find  work; 

•  a  shrinking  tax  base,  despite  an  increasing  demand  for  tax  funding;  and 

•  a  greater  dependence  on  health  care  as  major  part  of  the  economy. 

Failing  rural  economies  combine  with  a  variety  of  other  health  care  system  changes  to  place 
many  rural  hospitals  in  jeopardy.  At  the  current  rate  of  more  than  40  rural  hospital  closures  per  year, 
well  over  400  or  15  percent  of  the  nation's  more  than  2,600  rural  hospitals  will  close  in  the  next  ten 
years.  Recognizing  that  the  annual  number  of  closures  has  increased  annually  during  the  1980s,  the 
Senate  Special  Committee  on  Aging  recently  cited  the  projection  that  as  many  as  600  rural  ho^itals 
may  close  in  the  next  ten  years. 

Obviously,  not  all  closures  have  bad  outcomes  for  either  the  rural  health  care  system  or  the 
people  it  serves.  Many  closures,  however,  seriously  compromise  the  health  care  access  of  Medicare  ben- 
eficiaries and  other  rural  residents  who  have  no  other  place  to  go  for  service  that  is  within  reasonable 
driving  time.  The  question  is  not:  Will  rural  hospitals  close?,  or  even.  Should  rural  hospitals  dose? 
The  questions  more  rightly  are:  Which  rural  hospitals  will  dose?;  How  will  those  dedsions  be  made 
and  by  whom?;  and  most  importantly.  What  services  will  be  left  in  the  community  after  the  dosure  of 
the  hospital?  Unfortunately,  dedsions  on  rural  hospital  closures  are  essentially  random,  irrationftl 
decisions,  and  the  health  care  outcomes  of  those  dedsions  are  almost  entirely  ignored,  except  by  the 
rural  communities  themselves. 

What* s  Wrong  with  Rural  Hospitab? 
I  would  not  be  able  to  go  home  and  face  my  members  if  1  did  not  reiterate  that  discriminatorily 
low  Medicare  reimbursement  is  a  major  problem,  but  it  is  not  the  only  problem  fadng  rural  hospitals. 
We  simply  cannot  ignore  that  under  PPS,  urban  hospitals  are  reimbursed  an  average  of  about  36  percent 
more  than  rural  hospitals  for  the  same  service.  Rural  hospitals  are  the  low-cost  alternative,  but  not 
that  much  lower. 

Dedines  in  the  volume  of  inpatient  services  in  rural  hospitals  have  changed  the  game  for 
many  hospitals  from  inpatient  to  outpatient.   Rural  hospitals  have  experienced  declines  in  admissions 
of  around  30  percent  in  this  decade  -  about  double  the  loss  in  urban  hospitals.  For  some  smaller  rural 
hospitals,  this  change  has  reduced  their  inpatient  volume  to  below  the  critical  numbers  needed  to  sus- 
tain some  inpatient  services.  It  is  ironic  that  the  nospitals  that  most  need  to  change  are  often  the  ones 
that  have  the  fewest  human  and  finandal  resources  to  plan  and  implement  such  changes. 

Health  personnel  shortages  continue  to  plague  rural  America.  Most  rural  health  care  provid- 
ers indicate  that  recruiting  is  harder  today  than  it  was  five  years  ago.  Recruiting  problems  exist  espe- 
cially for  family  doctors,  nurses  and  all  types  of  therapists.  The  supply  of  critical  pjersonnel  is  simply 
too  small  to  meet  the  increasing  demand  at  both  rural  and  urban  facilities.  Because  supply  is  short, 
competition  for  health  personnel  is  increasing.  Underpaid  rural  facilities  are  having  a  difficult  time 
competing  with  other  types  of  fadlities  and  programs  that  have  more  resources,  and  in  some  cases, 
more  desirable  locations. 

Access  to  affordable  capital  is  an  increasing  problem.  Rural  facilities  built  under  the  Hill- 
Burton  Program  in  the  1950s  and  1960s  are  aging  and  need  to  be  replaced  or  remodeled.  Rural  hospitals 
are  in  weak  finandal  condition  due  to  all  of  the  above  problems,  and  thdr  building  or  remodeling  pro- 
gran^  often  are  not  considered  very  "bankable."  Rural  people,  like  their  urban  counterparts,  want 
attractive  new  facilities  with  the  most  modem  equipment,  and  they  will  often  drive  past  their  rural 
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hospital  to  get  the  amenities  that  they  associate  -  rightly  or  wrongly  -  with  quality  care. 

Overall  cuts  in  the  Medicare  program  is  "mass  punishment"  for  both  hospitals  and  benefici- 
aries. Shrinking  the  reimbursement  pie  places  both  at  jeopardy.  It  is  important  to  note  that  per  capita 
Part  A  and  B  reimbursement  declines  as  county  population  density  declines.  Rural  hospital  reimburse- 
ment represents  a  very  small  piece  of  the  Medicare  Part  A  pie  -  about  10  percent  when  the  Rural  Refer- 
ral Centers  are  excepted.  This  is  not  the  place  to  find  meaningful  savings.  If  cuts  in  the  Medicare  pro- 
gram are  necessary,  they  should  be  carefully  considered,  and  hospital  updates  are  not  the  place  to  cut. 
Be  selective,  and  cut  programs  or  services  that  lack  proven  efficacy. 

Similarities  Between  Rural  and  Inner  City  Urban  Hospitals 

Most  people,  when  they  think  of  public  hospitals,  imagine  large  inner  city  urban  facilities, 
such  as  Cook  County  in  Chicago  or  Truman  Medical  Center  in  my  home  town  of  Kansas  City.  However, 
about  40  percent  of  all  rural  hospitals  are  public  or  district  hospitals.  In  rural  as  in  urban  public  hospi- 
tals, many  "business"  decisions  are,  in  fact,  "political"  decisions.    Change  is  not  readily  accepted  in 
the  political  arena,  even  though  the  rapidly  changing  health  care  environment  demands  immediate 
adaptation. 

Rural  and  inner  city  hospitals  are  an  "odd  couple,"  and  share  many  characteristics: 

•  Iimer  dty  and  rural  hospitals  are  strapped  for  money  and  other  resources  to  help  them  in 
adaptation. 

•  Inner  dty  and  rural  hospitals  have  high  proportions  of  uncomp>ensated  care  reflecting  the 
relative  weakness  of  the  economies  in  the  two  areas. 

•  Iiuier  dty  and  rural  hospitals  have  small  private  p>ay  bases  on  which  to  shift  the  cost  of  care 
for  the  poor. 

•  Inner  dty  and  rural  hospitals  rely  heavily  on  public  payors  -  Medicare  and  Medicaid  -  for 
their  revenues,  and  both  programs  often  are  paying  less  than  cost.  These  two  payors  usually 
combine  to  provide  more  than  50  percent  of  total  revenues,  and  often  the  percentage  is  much 
higher. 

•  Inner  dty  and  rural  hospitals  have  sinular  difficulties  in  attracting  health  professionals. 

•  Inner  dty  and  rural  hospitals  are  the  sole  community  health  resource  for  the  populations 
they  serve.  They  are  essentially  public  utilities.  If  they  close  or  curtail  services,  their  pop- 
lations  are  left  without  access. 

What  Is  Different  About  Rural  Hospitals? 

While  there  are  many  similarities  between  urban  and  rural  hospitals,  there  are  also  some 
important  differences: 

•  The  Tyranny  of  Averages  The  Prospective  Payment  System  is  a  system  based  on  large  num- 
bers of  cases  over  which  the  cost  of  care  is  supposed  to  "average-out."  Smaller  rural  hospitals  espe- 
dally  do  not  have  those  large  numbers.  Therefore,  PPS  for  smaller  facilities  is  a  crap-shoot,  gambling 
that  the  "bad"  cases  won't  come  first.  Were  it  not  for  these  shortcomings,  most  rural  hospitals  would 
prefer  prospective  payment  to  retrospective  payment.  PPS  makes  a  good  philosophical  fit  with  rural 
values,  but  it  has  sigiiificant  problems  in  its  current  execution. 

•  The  High  Cost  of  Maintaining  Critical  Access  The  sparse  populations  in  rural  communities 
result  in  higher  standby  costs  for  low  volume  services  in  rurcil  hospitals,  even  if  the  service  is  as  essen- 
tial as  emergency  services. 

•  Change  Hits  Hard  Rural  hospitals'  heavy  reliance  on  Medicare  as  a  payor  ntakes  them  dis- 
proportionately vulnerable  to  changes  in  the  federal  program.  Ev2ry  ripple  in  the  Medicare  program 
causes  a  wave  in  the  rural  hospital  that  makes  for  a  very  rough  ride  in  a  small  boat.  Most  sn\all  busi- 
nesses are  not  subject  to  such  radical  market  changes. 

•  Ambulatory  Care  is  a  Way  of  Life  One  of  the  ways  rural  hospitals  have  coped  with  the 
changes  brought  about  by  PPS  and  by  declining  inpatient  volume  has  been  to  develop  more  ambulatory 
services.  It  is  not  at  all  unusual  for  rural  hospitals  to  have  40  percent  or  more  of  their  total  revenues 
coming  from  ambulatory  services.  These  ambulatory  services  are  going  to  be  greatly  affected  by  j>aying 
for  them  prospectively,  and  I  would  urge  your  close  attention  to  that  impact.  Many  rural  hospitals  are 
predicting  that  this  change  could  be  the  one  that  will  halt  more  services  than  any  of  the  Medicare 
changes  to  date. 

•  Ceneralist  Persoimel  Needed  Rural  hospitals  and  other  rural  facilities  have  different  per- 
soimel  needs  than  larger  fadlities.  There  is  a  greater  need  for  well-trained  generalists  in  both  nursing 
and  medicine.  Because  of  their  low  volumes,  rural  hospitals  often  require  more  part-time  personnel, 
and  where  available,  multicompentency  personnel  play  a  vital  role  in  efficiency. 

•  The  Low-cost/Low-tech  Alternative  Rural  hospitals  are  the  low-cost,  low-tech  alternative 
to  high-cost,  high-tech  care  in  the  dties.  We  should  be  careful  not  to  dispose  of  this  alternative  until 
we  know  what  the  relative  efficacy  of  each  alternative.  Perhaps  PPOs  should  be  developed  that 
encourage  urbein  dwellers  to  seek  care  in  less  costly  rural  fadlities. 

Differences  in  operating  systems  can  be  either  assets  or  liabilities.  Unfortur\ately,  in  the  cur- 
rent enviroiwnent  much  of  the  uniqueness  of  rural  hospitals  tends  to  show  up  on  the  wrong  side  of  the 
ledger.  This  condition  could  be  helped  by  recognizing  that  rural  hospitals  are  not  just  downsized  urban 
models.  Rural  hospitals  and  the  populations  they  serve  have  unique  essential  characteristics  that 
require  different  and  more  flexible  approaches. 

What  Else  Is  Right  About  Rural  HospiUls? 

Many  rural  hospitals  are  adapting  to  the  unprecedented  changes  of  the  last  five  years  despite 
the  many  problems  fadng  them. 

1.  Rural  hospitals  are  diversifying  into  new  product  lines  more  relevant  to  the  populations 
they  serve.  These  new  services  both  increase  access  and  provide  a  way  for  hospitals  to  spread  their 
fixed  costs. 
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2.  Rural  hospitals  are  networking  for  quality  and  efficiency  along  a  continuum  of  affiliations 
that  range  from  loose  referral  networks  to  cooperatives  to  managed  systems.  These  networks  are  both 
rural-to-rural  and  rural-to-urban. 

3.  Rural  hospitals  are  developing  systems  of  care  at  the  local  level,  integrating  the  various 
elements  of  the  health  care  system  in  their  communities.  These  relationships  between  doctors,  hospi- 
tals, public  health,  long-term  care,  etc.,  are  made  in  the  absence  of  local  competition  in  order  to  assure 
the  survival  of  access  points  to  care  and  to  improve  the  coordination  of  services  and  to  end  fragmenta- 
tion. It  would  be  a  shame  to  see  concerns  with  fraud  aiui  abuse,  that  are  more  relevant  to  urban  compet- 
itive markets,  applied  to  these  activities. 

4.  Rural  hospitals  are  downsizing  to  adjxist  to  inpatient  volume  declines  and  their  inability  to 
cover  inpatient  costs. 

5.  Rural  hospitals  are  developing  new  models  of  care  and  are  becoming  community  health 
facilities.  These  are  evident  in  newly  emerging  formal  experiments  in  Montana,  California,  Colorado 
and  Arkansas,  as  well  as  other  less  formal  models  in  other  parts  of  the  country. 

What  Needs  To  Be  Done? 
Health  reimbursement  pJolicy  should  encourage  rural  hospitals  to  "do  the  right  thing."  We 
need  a  public  policy  that  is  both  consistent  and  flexible,  and  that  will: 

1.  Pay  all  hospitals  adequately  and  equitably  regardless  of  their  geographic  location.  If  the 
cxurent  Prospective  Payment  System  does  not  work  for  a  class  of  hospital,  it  should  be  modified  or 
replaced  before  it  forces  the  unplanned  closure  of  hundreds  of  facilities. 

2.  Develop  increased  local  access  to  locally-appropriate  and  necessary  services.  Services  fol- 
low payment.  Pay  well  for  organ  transplants  and  organ  transplant  services  will  proliferate.  Pay  well 
for  coordinated,  cost  effective  care  and  those  services  will  follow,  as  well. 

3.  Encourage  new  rural  health  care  model  development  that  does  not  depend  on  a  high  volume 
of  inpatient  care  for  survival  and  that  retrofits  rural  hospitals  for  their  new  service  missions. 

4.  Find  ways  to  keep  Medicare  Part  A  dollars  in  rural  communities  to  support  other  vital 
health  services  after  the  closure  of  the  hospital. 

5.  Encourage  affiliations  that  foster  efficient,  high-quality  regionalized  health  services, 
including  those  that  link  rural  facilities  with  other  rural  facilities,  and  rural  with  urban. 

The  National  Rural  Health  Association  stands  with  its  colleagues  in  the  hospital  industry  in 
offering  to  help  with  these  changes.  Thank  you  for  the  opportunity  to  testify. 
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Mr.  Donnelly  [presiding].  Thank  you,  Mr.  Van  Hook. 
Our  final  witness  is  an  old  friend,  Carol  McCarthy,  president  of 
the  American  Hospital  Association. 
Please  proceed. 

STATEMENT  OF  CAROL  M.  McCARTHY,  PH.D.,  PRESIDENT 
AMERICAN  HOSPITAL  ASSOCIATION 

Ms.  McCarthy.  Thank  you  very  much,  Mr.  Donnelly,  and  thank 
you  all  for  the  invitation  to  be  with  you  today  on  behalf  of  the 
5,300  member  hospitals  of  the  American  Hospitals  Association.  We 
sincerely  appreciate  it. 

We  have  all  listened  to  so  many  statistics.  I  am  trying  to  think 
what  is  the  best  thing  I  can  do  in  the  short  time  alloted  to  me,  and 
that  is  perhaps  is  to  put  this  all  into  context  in  the  year  in  which 
we  stand. 

You  have  heard  Mr.  Gage  tell  you  about  our  public  hospitals  sce- 
nario that  reflects  many  of  our  not-for-profit  teaching  hospitals  as 
well.  You  have  heard  Mr.  Van  Hook  speak  about  rural  America. 
You  have  heard  Dr.  Dobson  explain  the  statistics,  and  I  can  give 
you  AHA's.  They  will  mirror  all  of  the  other  statistics.  They  will 
not  be  off  that  much. 

They  are  all  consistent.  They  are  consistent  in  one  way,  and  that 
is  that  where  we  stand  now,  after  years  of  the  prospective  payment 
system,  there  is  no  such  thing  as  ''we  against  they"  anymore.  The 
damage,  the  hurt,  exists  across  all  facilities. 

If  in  fact  we  do  not  accept  the  President's  budget— if  in  fact  we 
allow  reimbursement  as  it  is  currently  set  forth  in  law  to  proceed, 
we  will  still  have  in  this  country  two-thirds  of  all  hospitals  suffer- 
ing a  loss  when  they  treat  a  Medicare  beneficiary — half  of  those 
hospitals  suffering  a  loss  of  10  percent  or  more;  a  third  of  those 
hospitals  suffering  a  loss  of  20  percent  or  more;  and  average  pa- 
tient revenue  margins  of  minus  8  to  minus  9  percent. 

It  is  across  all  size  categories.  Interestingly  enough,  hospitals  be- 
tween 200  and  400  beds  will  show  the  worst  margins  overall.  Our 
hospitals  under  50  beds,  of  course,  are  likely  to  have  and  continue 
to  have  the  greatest  numbers  of  deficits  of  over  25  percent. 

It  is  across  all  types  of  ownership,  and  whether  teaching  or  non- 
teaching — some  of  our  teaching  hospitals  now  have  deficits  that  far 
exceed  our  nonteaching  hospitals.  In  1  year,  between  1987  and 
1988,  teaching  hospital  margins  dropped  67  percent.  And  even  if 
you  were  to  accept  the  ProPAC  recommendation  of  a  14  percent 
cut  in  indirect  medical  education,  given  the  status  of  the  hospitals 
and  where  they  will  be  in  1990 — that  would  lead  to  a  very  tenuous 
future,  indeed. 

Even  with  disproportionate  share  payments,  hospitals  are  losing 
money  and  even  with  large  outlier  payments.  Another  interesting 
fact — the  data  show  that  the  larger  the  number  of  outliers  the 
more  susceptible  the  hospital  is  to  heavy  losses. 

So  whether  it  is  large  urban  or  small  urban,  or  rural,  and  what- 
ever region  of  the  country  we  are  in,  the  situation  in  1990  is  signifi- 
cantly bad  for  too  many  facilities  before  the  Bush  budget  cuts. 

There  has  to  be,  at  a  minimum,  payment  for  capital— full  capital; 
there  has  to  be  at  a  minimum,  a  maintenance  of  indirect  med-ed 
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and  at  a  minimum  a  full-market  basket  update.  That  is  not  going 
to  improve  any  of  the  statistics  I  just  shared  with  you,  but  at  least 
it  is  going  to  stop  a  situation  that  is  bad  from  getting  worse. 

The  American  Hospital  Association  has  worked  with  hospitals  of 
all  sizes  and  types  and  ownerships  and  regions  to  try  to  come  up 
with  a  proposal  that  is  worth  your  consideration  as  a  way  to  put 
the  hospital  system  back  on  a  sound  footing  in  this  country. 

And  it  really  has  two  general  approaches.  One  is  to  improve  the 
adequacy,  and  the  second  is  to  improve  the  equity,  and  I  would  be 
pleased  to  go  through  those  with  you. 

We  think  it  is  important  for  you  to  address  both  adequacy  and 
equity  now,  even  if  it  is  no  more  than  to  pass  the  kind  of  legisla- 
tion that  puts  the  foundation  in  place  so  we  can  make  the  specific 
moves  over  time. 

And  in  the  interim  time,  if  we  could  fully  support  the  changes,  it 
is  time  now  for  an  appeals  process.  Because  the  losses  are  in  all 
categories  and  in  all  locations  and  all  sizes,  it  is  time  for  an  ap- 
peals process  so  at  least  a  decision  can  be  made  about  the  need  to 
help  the  individual  institutions. 

It  is  also  time  for  a  rural  hospital  opt-out.  For  rural  hospitals 
with  fewer  than  50  beds,  if  they  were  given  an  option  to  either  con- 
tinue in  this  system — which  as  you  heard  so  often  today  requires 
large  numbers — or  get  out,  at  least  you  would  have  given  them 
that  option. 

It  is  time  as  well  to  remove  Medicare  from  the  influence  of 
Gramm-Rudman  measures  and  from  the  unified  budget  of  the 
United  States  because  we  desperately  need  to  make  Medicare 
policy,  based  on  what  is  good  Medicare  health  policy  and  not  on 
what  is  good  budget  policy. 

And  the  American  Hospital  Association  is  truly  committed  to 
working  with  you  as  we  take  up  each  of  these  issues:  to  see  if  we 
cannot  let  a  prospective  payment  system  realize  its  promise  for 
cost-effective  care  delivery,  but  realize  that  promise  without  having 
too  many  facilities  where  nurses  cannot  get  to  the  bedside  in  a  fast 
enough  time  because  we  cannot  hire  enough;  without  having  too 
many  hospitals  that  have  to  cut  back  on  the  hours  of  service,  or  cut 
back  on  even  offering  a  costly  service  such  as  trauma  care  or  burn 
care  or  neo-natal  care;  without  having  closures  in  access  vulnerable 
areas;  and  without  cost-shifting  too  much  to  other  payers. 

Thank  you  very  much, 

[The  statement  of  Carol  McCarthy  follows:] 
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March  1,  1989 


Sumnary 


In  recent  years,  hospitals  have  absorbed  much  of  the  burden  of  federal  deficit 
reduction.    Further  cuts  of  this  magnitude  are  a  direct  threat  to  hospitals' 
ability  to  maintain  access  to  the  high  quality  care  Medicare  beneficiaries  and 
others  expect  and  deserve. 

In  FY  1990,  tw-thirds  of  aj_[  hospitals  will  lose  money  providing  services  to 
Medicare  beneficiaries — with  nearly  one-half  incurring  deficits  of  10  percent 
or  more  and  almost  30  percent  incurring  losses  of  20  percent  or  more.  The 
reasons  for  these  burgeoning  losses  are  continuing  federal  budget  cuts  and 
increases  in  costs  beyond  the  control  of  prudent  hospital  managers. 

The  AHA  believes  there  should  be  no  further  cuts  in  Medicare  payments  to 
hospitals:    hospitals  should  receive  a  full  market  basket  update  for  FY  1990 
with  no  cuts  in  indirect  medical  education  or  capital.    Further,  additional 
funds  are  needed  to  improve  the  adequacy  and  equity  of  PPS  payments. 

Specifically,  we  feel  payments  should  be  recalculated  periodically  based  on 
current  cost  data.    A  single  base  rate  should  be  established,  adjusted  for 
differences  both  in  the  kinds  of  patients  admitted  to  hospitals  and  in  the 
prices  hospitals  must  pay  for  resources. 


Mr.  Chairman,  I  am  Carol  M.  McCarthy,  Ph.D.,  J.D.,  president  of  the  American 
Hospital  Association  (AHA).    On  behalf  of  its  more  than  5,300  member 
hospitals,  the  AHA  is  pleased  to  submit  this  statement  on  issues  related  to 
Fiscal  Year  (FY)  1990  budget  proposals  affecting  the  Medicare  hospital 
insurance  program. 

Mr.  Chairman,  to  put  my  comments  in  perspective,  I  would  like  to  open  by 
pointing  out  that  Medicare  prospective  payment  system  (PPS)  reforms  enacted  in 
1983  have  already  resulted  in  savings  of  billions  of  dollars  for  Medicare  and 
the  federal  government.    Not  only  has  the  rate  of  increase  in  inpatient 
hospital  expenditures  been  sharply  curtailed,  but  hospitals  have  also 
contributed  disproportionately  to  the  effort  to  reduce  the  size  of  the  federal 
deficit.    Reductions  of  this  magnitude  cannot  be  sustained  over  time  without 
some  corresponding  erosion  of  quality  or  access  to  care.    Cuts  in  the  Medicare 
budget  proposed  by  the  Bush  Administration  further  threaten  both. 


136 


-2- 

Medicare  Hospital  Payment  Outlays 

Exclusive  of  the  benefit  expansions  in  the  Medicare  catastrophic  coverage  law, 
Medicare  spending  for  inpatient  hospital  care  under  current  law  is  projected 
to  increase  about  11  percent  in  FY  1990.    But  that  11  percent  growth  is  the 
result  of  the  following  four  factors:    inflation  in  the  prices  of  goods  and 
services  used  by  hospitals;  increases  in  the  size  and  average  age  of  the 
Medicare  beneficiary  population;  a  more  seriously  ill  patient  population;  and 
expiration  of  certain  payment  reductions  in  effect  during  FY  1989. 
Specifically,  the  Administration's  budget  assumes  a  hospital  market  basket 
increase  of  4.7  percent;  population  growth  and  aging  account  for  a  3.2  percent 
growth  in  outlays;  the  Medicare  case-mix  index  (a  measure  of  the  complexity  of 
Medicare  patients  admitted  to  hospitals)  is  projected  to  rise  about  1  percent; 
and  the  expiration  of  the  current  15  percent  reduction  in  capital  payments 
will  increase  per-case  payments  1.9  percent. 

All  the  factors  cited  above  are  beyond  the  control  of  hospitals;  nevertheless, 
the  Administration's  budget  essentially  requires  hospitals  to  absorb  the  bulk 
of  their  impact.    If  the  Admi nitration's  Medicare  budget  proposals  are 
adopted,  outlays  for  inpatient  hospital  care  will  rise  less  than  S  percent, 
only  marginally  above  t.he  assumed  rate  of  increase  in  the  hospital  market 
basket.    That  means  that,  despite  a  growing  beneficiary  population  that  is 
aging,  more  seriously  ill,  and  more  difficult  to  treat,  the  nation's  hospitals 
would  be  expected  to  provide  care  next  year  at  an  aggregate  expenditure  level 
just  about  equal  to  this  year's  after  controlling  for  inflation. 

Unfortunately,  the  nation's  hospitals  simply  do  not  have  reserves  equal  to 
such  a  task.    The  effects  of  such  reductions  would  be  to  threaten  directly 
both  access  to  and  quality  of  hospital  care.    Some  hospitals  would  be  forced 
to  close  their  doors  entirely,  others  to  shift  the  burden  to  other  payers,  and 
still  others  to  eliminate  certain  specialized  but  very  costly  services,  reduce 
the  hours  of  operation  for  some  departments,  lengthen  the  time  patients  must 
wait  for  nurses,  or  take  other  actions  that  compromise  the  availability  and 
quality  of  care  that  we,  as  Americans,  have  come  to  expect  of  our  health  care 
system. 

Impact  of  Cuts 

Our  current  projection  is  that  in  FY  1990,  payments  by  Medicare  to  the  average 
hospital  will  fall  short  of  costs  by  between  8  and  9  percent.  Nearly 
two-thirds  of  all  hospitals  will  lose  money  caring  for  Medicare  patients, 
nearly  half  will  incur  deficits  of  10  percent  or  more,  and  nearly  30  percent 
will  incur  losses  of  20  percent  or  more.    These  margins  and  percentages  are 
practically  the  same  for  urban  hospitals,  rural  hospitals,  teaching  hospitals, 
and  nonteaching  hospitals.    It  is  against  this  background  that  the 
Administration's  proposals  to  reduce  hospital  payments  $3.4  billion  must  be 
weighed. 

There  are  two  primary  reasons  for  falling  hospital  margins:  payment 
reductions  in  every  budget  reconciliation  bill  enacted  by  Congress  since  PPS' 
inception,  and  rising  costs.    The  "bottom  line"  is  that  the  combination  of 
less-than- inflation  updates  in  prices  and  higher-than-market-basket  increases 
in  costs  has  caused  payments  by  Medicare  to  fall  far  short  of  the  cost  of 
caring  for  Medicare  patients. 

In  addition,  indirect  medical  education  (I ME)  payments  have  been  curtailed 
sharply.    Since  1984,  changes  in  the  indirect  medical  education  payment 
formula  have  cut  these  payments  between  30  and  40  percent,  depending  on  the 
level  of  involvement  of  the  hospitals  in  graduate  medical  education.  These 
reductions  translate  into  reductions  in  overall  PPS-related  payments  to 
teaching  hospitals  of  between  2  and  12  percent.    Although  teaching  hospitals 
were  singled  out  by  the  Inspector  General  of  the  Department  of  Health  and 
Human  Services  in  the  first  year  of  PPS  as  having  Medicare  operating  margins 
substantially  above  the  average,  that  situation  no  longer  prevails.  Teaching 
hospitals  are,  on  average,  no  better  off  than  hospitals  generally,  and  some 
are  even  experiencing  larger  deficits  than  non-teaching  hospitals. 

Any  further  reduction  in  the  indirect  adjustment  would  jeopardize  the 
financial  status  of  many  teaching  hospitals  whose  IME  payments  comprise  an 
average  20  percent  of  their  total  Medicare  payments.    Moreover,  while  margins 
have  declined  for  all  hospitals  in  FY  1988,  teaching  hospital  margins  have 
declined  en  average  67  percent  from  FY  1987  to  FY  1988.    Reductions  in  the 
adjustment  for  teaching  hospitals  would  force  them  to  make  substantive  changes 
in  the  services  they  offer  and  the  resources  they  employ. 

Further  exacerbating  the  economic  pressures  on  hospitals  are  a  variety  of 
other  deficit  reduction  measures  enacted  over  the  years,  measures  that  have 
affected  everything  from  capital  to  outpatient  payment. 
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Causes  of  Rising  Hospital  Costs 

Many  have  argued  that  hospital  isargins  would  not  have  pi  unmet-id  if  hospitals 
had  Icept  their  costs  under  control.    But  there  are  legitimate  reasons  for 
hospital  cost  increases,  »«nich  are  directly  associateo  with  the  very  real 
de«and  for  patient  care  arc  services  and  are  beycnc  the  control  of  hospital 
■anagers.    Health  care  is  a  unique  product,  and' neither  the  provider  nor  the 
recipient  is  prepared  to  cooproaise  on  quality.    Sinply  put,  we  ail  want  and 
believe  m  deserve  the  best  care  possible.    Wore  specifically,  there  are 
several  rrasons  for  hospital  costs  rising  above  the  Health  Care  Financing 
Administration  (HCfA)  narket  basket: 

—  First,  hospital  costs  are  rising  acre  rapidly  than  the  Medicare 
■artet  basket  because  the  narlcet  basket  fails  to  reflect  accurately 
the  increase  in  costs  of  the  acst  iaportant  resource  used  to  care  for 
patients— the  hospital's  staff.    Kany  types  of  hospital  personnel  are 
in  short  supply — particularly  nurses.-  wtw  typically  cooprise  about 
one-half  of  a  hospital's  staff.    As  a  result,  hospitals  wjst  provide 
■ore  rapidly  i ncr eas i ng,  wages  and  benefits  than  offered  to  employees 
in  other  sectors  of  the  econooy.    Nevertheless,  M^icare  bases  its 
■easure  of  "inflation'  on  changes  in  wages  in  other  parts  of  the 
"service  sector."    The  use  of  such  price  proxies  in  the  narket  basket 
■ay  understate  the  rate  of  hospital  input  price  inflation  by  2  to  4 
percentage  points. 

—  Second,  hospitals  are  treating  acre  severely  ill  patients.  The 
formjia  used  by  >tedicare  to  pay  for  care  generally  reflects  the  cost 
iapact  of  changes  in  the  kir,ds  of  patients  treated  in  hospitals. 
However,  within  DfitSs,  patients  a^itted  to  hospitals  today  are  aore 
seriously  ill  and  require  aore  conplex  treataent  than  patients 
adaitted  in  1984.    Many  "short  stay"  procedures  have  been  aoved 
outside  the  hospital.    Treating  more  severely  ill  patients  in  the 
hospital  requires  a  higher  skill  lix  of  eoployees.    it  is  reasonable 
to  project  that  this  phenoaenon  accounts  for  an  additional  2  to  4 
percentage  point  increase  in  costs  beyond  inflation. 

—  Last,  advances  in  aedical  technology,  which  offer  patients  the  hope 
of  receiving  I  ess- i nvas i ve  treataent  and  thus  reduce  pain  and  risk, 
significantly  add  to  the  per-case  cost  of  treating  hospital 
patients.    The  deatand  for  ware  sccih  i  st  i  cated  tests  arid  procedures  has 
increased  draaatically  as  consuiaers  becosie  aware  of  scientific 
advances.    These  costs  are  not  always  reflected  in  the  aeasure  of 
inflation  used  by  Medicare. 

Despite  these  pressures,  hospitals  have  aade  efforts  to  increase  productivity 
ard  contain  costs.    In  fact,  hospital  productivity  has  increased  significantly 
since  the  inception  of  PPS.    Specifically,  the  number  of  full-time  equivalent 
staff  per  adjusted  adnission  has  remaired  constant  since  1984,  despite 
increases  in  the  acuity  level  of  patients  in  both  inpatient  and  outpatient 
settings.    And  hospitals  continue  to  nake  every  effort  to  improve  efficiency 
in  both  the  use  of  services  and  delivery  of  care.    The  evidence  for  these 
efforts  is  found  in  shorter  lengths  of  stay  and  successful  efforts  to  hold  the 
line  on  increased  staffing  despite  the  adaission  of  .nore  patients  needing  icore 
intensive  care. 

RECOWENDATIONS 

General  Coacients 

Many  individuals  and  entities  involved  in  health  care  policy  continue  to 
debate  the  future  direction  of  the  health  care  system.    As  a  practical  natter, 
insofar  as  (Medicare  hospital  pa>T;ent  policy  is  concerne-d,  i!nprove.-5.-;t  of  PPS 
appears  to  be  the  only  option  in  the  short-tern,  or  for  FY  19^0. 

As  you  know,  development  of  PPS  was  a  aajor  refora  enacted  in  the  early  19SOs 
with  the  support  of  the  hospital  field.    Since  then,  hospital  payments  have 
been  significantly  reduced,  largely  because  of  the  deficit  reduction 
iaperative.    iKhile  various  studies  dccur,er,t  the  aagnitude  of  these  reductions, 
we  believe  it  is  generally  fair  to  conclude  that  hospitals  have  indeed 
contributed  rore  than  their  fair  share  toward  efforts  to  reduce  the  federal 
deficit. 
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This  pattern  continues  under  President  Bush.    Assuming  the  Bush  budget 
conforms  with  the  final  Reagan  budget,  for  FY  1990  it  will  recommend  Medicare 
hospital  payment  policy  changes  that  would  result  in  reductions  of  $3.4 
billion  below  current  law  estimates.    Given  that  the  Bush  Administration 
recommends  total  budget  cuts  of  $21.9  billion,  hospital  payment  reductions 
would  constitute  over  15.5  percent  of  this  total  while  Medicare  hospital 
payments  compromise  just  5.4  percent  of  total  federal  outlays. 

At  the  same  tine,  implementation  of  PPS  and  its  transition  to  national  payment 
rates  have  resulted  in  a  redistribution  of  Medicare  hospital  payments.  When 
this  system  was  created,  it  was  widely  acknowledged  that  there  would  be 
problems  down  the  road,  problems  inherent  in  the  reshuffling  of  any  payment 
system  involving  the  distribution  of  tens  of  billions  of  dollars. 

Unfortunately,  as  a  result  of  the  deficit  dilemma,  efforts  to  address  these 
problems  have  been  instituted  in  a  budget-neutral  manner,  which  often  means 
robbing  Peter  to  pay  Paul.    For  example,  urban  hospital  payments  have  been 
reduced  to  increase  rural  hospital  rates,  and  teaching  hospital  payments  have 
been  reduced  to  increase  rates  paid  to  hospitals  serving  large  numbers  of 
low-income  patients.    While  these  changes  were  effected  more  easily  in  a 
budget -neutral  manner  in  the  early  years  of  PPS  when  most  hospitals 
experienced  positive  operating  margins,  we  simply  cannot  continue  to  operate 
under  these  circumstances  when  nearly  two-thirds  of  the  hospitals  in  the 
nation  are  losing  money  every  time  a  Medicare  beneficiary  walks  through  their 
doors. 

In  .^hort,  we  believe  that  there  should  be  no  further  cuts  in  Medicare  payments 
to  hospitals.    Moreover,  it  is  our  view  that  additional  funds  need  to  be 
provided  to  improve  the  adequacy  and  equity  of  payments  under  PPS. 

Therefore,  for  FY  1990  we  urge  that  proposed  reductions  in  both  capital 
payments  and  the  indirect  medical  education  adjustment  be  rejected.  Moreover, 
we  believe  that  ail  hospitals  should  receive,  at  a  minimum,  a  full 
marketbasket  update  to  their  PPS  rates. 

Specific  Proposals 

Adequacy  of  Payment 

Over  time,  Medicare  payments  to  hospitals  must  bear  a  reasonable  relationship 
to  costs  incurred  in  providing  needed  medical  care  to  patients.    To  achieve 
this  goal,  AHA  recommends  that  payments  be  recalculated  periodically  based  on 
current  cost  data.    The  Association  believes  that  such  a  recalculation  should 
include  a  recognition  of  costs  associated  with  providing  care  to  the  medically 
indigent,  as  well  as  an  appropriate  level  of  funding  to  underwrite  the  risk 
experienced  by  hospitals  under  a  fixed  per-case  payment  system. 

Rates  should  be  recalculated  every  four  years  using  an  expanded  definition  of 
the  cost  of  caring  for  Medicare  patients.    Between  these  quadrennial 
recalculations,  prices  should  be  updated  by  the  percentage  increase  in  the 
price  of  goods  and  services  that  hospitals  must  purchase  to  provide  care.  For 
providers  exempt  from  PPS,  a  more  timely  means  of  adjusting  payment  limits  of 
individual  providers  for  changes  in  case  mix  and  treatment  is  needed. 

This  recommendation  is  a  significant  change  in  the  Association's  position. 
While  we  have  categorically  rejected  previous  attempts  to  "rebase"  the  system 
that  were  driven  solely  by  deficit  reduction  demands,  our  current  position  is 
based  on  a  recognition  that  an  objective  standard  is  needed  for  judging 
whether  PPS  rates  are  adequate.    Since  the  Prospective  Payment  Assessment 
Commission  (ProPAC)  and  Congress  have  implicitly  relied  on  hospital  operating 
margins  as  the  standard  for  judging  adequacy,  adopting  this  position  would 
simply  irake  that  standard  explicit. 

Such  an  approach  would  also  provide  hospitals  with  payment  predictabi I ity— a 
fundamental  principle  that  was  promised  when  PPS  was  instituted—to  allow 
hospital  managers  to  undertake  financial  planning  necessary  to  operate  their 
institutions  efficiently. 

Because  payments  to  individual  hospitals  would  not  be  linked  to  their  own 
costs  but  to  aggregate  or  systemwide  costs,  incentives  to  improve  efficiency 
would  be  preserved. 
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Furtheroore,  to  ensure  that  Medicare  payment  policy  issues  are  decided  on 
their  nerits,  AHA  believes  that  the  program  should  be  exempted  and  removed 
fro«  the  Gramm-Rudman-Ho 1 1 i ngs  budget  deficit  measures  and  removed  from  the 
consolidated  budget  of  the  United  States. 

Mr.  Chairman,  we  recognize  that  you  have  taken  a  leadership  role  by 
introducing  legislation  in  the  last  Congress  that  addresses  this  matter.  We 
stand  ready  to  assist  you  in  any  way  in  regard  to  this  very  important  issue. 

Equity  Improvements 

Mr.  Chairman,  you  and  your  subcommittee  have  been  particularly  sensitive  to 
equity  probleas  experienced  by  hospitals  under  PPS  and  have  led  the  way  in 
efforts  to  address  them  and  make  the  system  fairer.    In  fact  nearly  every 
reconciliation  bill  has  included  provisions  that  attempt  to  improve  equity. 
These  range  froa  addressing  the  problems  experienced  by  hospitals  that  serve 
high  voluoes  of  low-income  individuals  to  the  special  problems  faced  by  rural 
hospitals.    We  view  our  reeommeadat i ons  as  a  systematic  approach  to  build  on 
the  efforts  undertaken  by  you  and  your  subcommittee  in  this  regard. 

Our  equity  proposal  includes  four  basic  elements: 

First,  we  recommend  establishment  of  a  single  base  rate,  adjusted  for 
differences  in  the  kinds  of  patients  admitted  to  hospitals  and  for  differences 
in  the  prices  hospitals  must  pay  for  resources. 

Hovraver,  our  support  for  this  approach  has  two  contingencies: 

0      the  single  base  rate  should  not  be  implemented  without  refined 
adjustments  for  patient  mix  and  resource  prices  that  are 
described  below;  and 

o      novement  to  a  single-rate  system  must  be  accompanied  by  a 
"hold-harmless"  provision  that  protects  hospitals  from  a 
reduction  in  payment  resulting  from  movement  to  the  single 
rate.    In  other  words,  we  cannot  support  efforts  to  achieve  a 
base  rate  simply  by  cutting  urban  hospital  payments  to  increase 
rural  hospital  payments. 

Second,  the  diagnosis-related  group  (DRG)  system  has  been  widely  criticized 
for  its  failure  to  capture  the  "severity"  of  a  patient's  condition,  and 
considerable  resources  have  been  expended  in  developing  "severity  measurement 
systems"  to  either  replace  the  ORG  system  or  be  used  in  concert  with  it. 
While  we  believe  that  a  comprehensive  severity  adjustment  should  eventually  be 
implemented,  none  of  the  current  systems  has  reached  a  state  of  development 
and  validation  that  would  warrant  its  adoption.    Until  such  a  system  can  be 
embraced,  a  program  of  DRG  refinement  should  be  adopted.    Efforts  should  focus 
on  refinement  of  "problem"  DRGs,  which  account  for  more  than  1  percent  of 
Medicare  admissions  and  which  show  substantial  variation  in  costs. 

Third,  PPS  rates  are  currently  adjusted  only  for  differences  in  prevailing 
wage  levels.    In  the  long  term,  we  believe  that  a  comprehensive  adjustment 
should  be  developed  that  accurately  reflects  prices  paid  by  hospitals  in  local 
markets  for  all  types  of  resources.    While  such  an  adjustment  or  index  is 
being  developed,  we  believe  the  following  steps  should  be  taken  in  FY  1990,  or 
the  short  term: 

0      the  existing  wage  index  should  be  updated  to  reflect  current 
wage  levels; 

o      regional  differences  in  liability  insurance  and  energy  costs 
should  be  adjusted  for;  and 

o      an  exceptions  or  appeals  process  should  be  created  to  correct 
problems  arising  because  of  inappropriate  assignment  of  a 
hospital  to  a  local  market;  errors  in  data  or  in  calculations; 
variations  in  resource  prices  within  a  local  market  that  are 
attributable  to  government  policies  or  local  economic 

  ...conditions;  and  variations  in  resource  use  that  are  clearly 

beyond  the  control  of  hospital  management  and  medical  staff. 
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In  fact,  in  both  the  long  and  short  term,  however  refined  the  adjustments  for 
patient  mix  and  resource  price,  an  exceptions  or  appeals  process  will  always 
be  needed  to  take  into  consideration  unique  circumstances  of  individual 
hospitals  that  cause  them  not  to  fit  a  general  rule.    All  routine  adjustments 
assume  that  hospitals  are  "average"  and  will  continue  to  work  well  for  a 
majority  of  hospitals.    But  some  hospitals  will  simply  not  fit  into  such  a 
system  of  averages. 

Fourth,  given  that  small  rural  hospitals  may  lack  the  volume  that  is  essential 
to  a  payment  system  based  on  averages,  rural  hospitals  that  operate  fewer  than 
50  beds  should  be  given  the  option  to  receive  cost-based  payments.  In 
addition,  criteria  should  be  developed  that  would  permit  larger  hospitals, 
including  selected  urban  hospitals  that  are  the  sole  source  of  care  for  th^ii 
communities,  to  seek  and  receive  an  exemption  from  PPS. 

Finally,  we  recommend  other  changes  related  to  PPS  that  include  refinements  in 
payments  for  sole  community  providers  and  an  extension  of  current  payment 
policies  for  rural  referral  centers. 

Conclusion 

The  reductions  in  payment  that  have  been  proposed  by  the  Bush  Administration 
would  seriously  compromise  the  ability  of  hospitals  to  maintain  access  to 
needed,  high-quality  medical  care  for  Medicare  beneficiaries.    The  ProPAC 
recommendations,  while  substantially  more  sensitive  to  the  needs  of  hospitals, 
do  not  go  far  enough  to  ensure  adequate  and  equitable  payments. 

Although  AHA  recognizes  the  importance  of  reducing  the  federal  deficit, 
hospitals  have  already  contributed  disproportionately  to  the  effort  to  reduce 
the  deficit.    A  significant  effort  is  needed  to  place  PPS  on  a  sound  footing 
and  to  make  the  refinements  in  the  system  that  will  ensure  adequate  payment 
and  equitable  treatment  both  for  hospitals  and  Medicare  beneficiaries.  The 
AHA  has  recommended  several  actions  that  can  be  taken  to  achieve  those  goals 
and  looks  forward  to  working  with  you  and  the  subcommittee  in  an  effort  to 
realize  the  potential  of  prospective  payment  for  improving  access  to  high- 
quality,  cost-effective  medical  care. 
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Mr.  Donnelly.  Thank  you,  Carol. 

Could  we  just  get  to  the  issue  of  exactly  how  many  hospitals 
closed  last  year  because  there  are  numbers  floating  all  over  the 
place?  I  have  heard  the  number  of  81. 

We  have  the  information  that  the  real  number  is  44. 

Could  you  respond  to  that  please? 

Ms.  McCarthy.  Let  me  do  my  very  best  for  you. 

As  of  the  last  day  of  1988  there  were  81  community  hospitals 
that  closed  and  17  specialty  hospitals  that  closed.  You  can  get  to  a 
40  number,  however,  if  you  look  at  what  hospitals  opened  in  1988. 
And  that  figure  was  44. 

But  it  is  very  important  to  note — again  81  community  hospitals 
closed,  17  specialties.  Of  the  44  hospitals  that  opened,  the  vast  ma- 
jority, over  80  percent  of  them  are  specialty  hospitals,  19  psychiat- 
ric, 10  rehabilitation,  5  alcohol  and  chemical  dependency  hospitals, 
1  other  special  facility  and  9  general  medical  hospitals. 

Mr.  Donnelly.  If  you  could  provide  the  specifics  for  the  record 
because  from  the  information  I  have,  using  the  number  81:  11  of 
those  closed  their  acute  care  units  only,  3  became  PPS  exempt.  One 
was  not  a  hospital;  it  was  an  abortion  clinic.  Two  reopened  in  1988 
and  two  reopened  in  1989  since  the  beginning  of  the  calendar  year. 
And  on  and  on  the  list  goes,  so  that  the  real  number  that  closed 
was  44  and  an  additional  one  closed  in  1989. 

It  seems  to  me  when  we  are  debating  the  magnitude  of  the  effect 
upon  the  hospitals  in  America  we  really  need  to  get  the  specific 
number,  where  they  were,  what  type  of  institutions  from  the  best 
records  that  you  have. 

Ms.  McCarthy.  We  would  be -please  to  provide  that  to  you.  I 
would  only  indicate  that  equally  as  important  for  your  attention 
are  those  hospitals  that  have  not  closed  but  are  operating  under 
extreme  financial  distress  now. 

Mr.  Donnelly.  Any  sort  of  names,  dates,  specific  facts  that  you 
have  that  we  ought  to  have  as  we  go  through  the  process  would  be 
gratefully  received. 

Mrs.  Johnson. 

Mrs.  Johnson.  Thank  you,  Mr.  Chairman. 

I  would  appreciate  it  if  you  would  present  that  information  to  us 
by  State  with  both  the  closures  and  the  openings  and  the  nature  of 
the  hospitals,  and  in  those  instances  where  there  was  a  reopening 
of  the  same  physical  facility  that  provides  a  different  health  care 
service.  We  ought  to  be  able  to  agree  on  the  facts  from  this  matter 
because  relative  to  the  complexity  of  other  issues,  it  is  certainly 
modest. 

[The  following  was  subsequently  received:] 


19-716  0-89-6 
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American  Hospital  AsMxiatkMi 


Capitol  Place.  Building  #3 
50  F  Street,  N.W. 
Suite  1100 

Washington,  D  C.  20001 
Telephone  202.638-1100 
Cable  Addi^ss:  Amerhosp 


March  22,  1989 

The  Honorable  Fortney  H.  Stark,  Chairman 
Ways  and  Means  Health  Subcorranittee 
1114  Longworth  House  Office  Building 
Washington,  DC  20515 


Dear  Mr.  Chairman 

Per  your  request  at  the  March  1,   1989,  hearing  of  the  Ways  and  Means 
Subcommittee  on  Health,   enclosed  is  the  American  Hospital 
Association's  (AHA)   list  of  community  hospital  closures  in  1988.  I 
respectfully  ask  that  the  list  and  this  letter  setting  forth  AHA's 
methodology  for  determining  closures  be  made  a  part  of  the  hearing 
record. 

The  definition  of  a  community  hospital  closure  and  the  process  that 
AHA  uses  to  compile  its  closure  list  have  been  consistent  over  time 
and  are  based  on  sound  methodology.     The  list  includes  community 
hospitals  closed  as  of  a  given  date  each  year — December  27  in  1988. 
AHA  considers  a  hospital  closed  when  one  or  both  of  two  conditions 
are  met  on  that  date: 

o      the  hospital  no  longer  provides  acute  inpatient  care;  and/or 

o      the  hospital  is  no  longer  licensed  or  registered  with  a 
state . 

Even  if  a  closed  hospital  continues  to  provide  outpatient, 
rehabilitation,  or  other  health  care  services,   it  is  still  counted 
as  a  closed  community  hospital  because  it  does  not  provide  the  full 
range  of  services  patients  expect  from,  and  does  not  meet  the 
definition  of,   a  community  hospital.     In  1988,  this  was  true  of  17 
of  the  81  facilities  on  AHA's  list  of  community  hospital  closures, 
just  as  similar  closures  would  have  been  in  past  years. 
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AHA  recognizes  that  many,   if  not  most,  closed  hospitals  hope  to 
reopen  at  some  point,  but  intent  notwithstanding,  because  the 
facility  has  discontinued  inpatient  services  (other  than  for 
construction  or  seasonal  purposes)  or  is  not  licensed,  AHA  counts  it 
as  closed.     AHA  identifies  community  hospital  closures  in  three  ways 

o      several  surveys  taken  each  year; 

o      changes  in  membership  status  that  prompt  direct  contacts 
with  hospitals;  and 

o      contacts  with  state  hospital  associations  and  state 
licensure  agencies. 

Occasionally,  there  is  disagreement  over  a  specific  hospital 
closure,  and  AHA  works  to  reconcile  the  discrepancy.     The  number  of 
such  cases  is  quite  small.     In  1988,  three  hospitals  were  involved. 
Each  case  involved  a  distressed  hospital  attempting  to  reorganize. 
After  discussions  with  both  the  hospital  and  the  state  licensure 
agency,  we  concluded  that  the  hospitals  should  be  classified  as 
"closed"  since  none  appeared  to  be  providing  acute  inpatient  care  at 
the  end  of  1988  when  their  status  was  verified.     Each  of  these 
facilities  appears  to  have  succeeded  in  reorganizing  but  reopened 
either  in  the  last  week  of  1988,  after  our  canvas  concluded,  or  in 
1989.     Should  these  hospitals  survive  through  1989  we  will  count 
them  as  new  hospitals,  unless  it  becomes  evident  that  they  did  not 
actually  close  in  1988,  in  which  case  we  will  revise  the  1988 
closure  list.     In  the  fourth  case,  Cullen  Women's  Center  in  Texas, 
our  discussions  with  the  state  licensure  agency  in  1988  indicated 
that  the  closure  occurred  in  1988.     Since  then,  the  state  agency  has 
informed  us  that  the  hospital  stopped  functioning  as  an  acute 
inpatient  hospital  in  late  1986.     However,  the  state  agency  did  not 
identify  the  hospital  as  closed  in  either  1986  or  1987  at  the  time 
of  our  canvas . 

You  should  be  aware  that  the  process  of  identifying  closures  also 
fails  to  identify  some  hospitals  that  close  during  a  year.  For 
example,  our  continuing  efforts  to  identify  both  new  hospitals  and 
hospital  closures  has  already  turned  up  three  hospitals  that  closed 
in  1988  but  which  were  not  identified  last  year  and  which  do  not 
appear  on  the  1988  list.     When  we  issue  the  closure  data  in  1989,  we 
will  revise  the  1988  figures  to  reflect  this  new  information.  Such 
revision  is  our  standard  practice. 

These  individual  cases  simply  illustrate  the  inherent  complexity  of 
identifying  hospital  closures.     AHA  acknowledges  that  the  process 
requires  judgment  when  an  occasional  case  is  neither  black  nor 
white,  but  AHA  stands  by  its  hospital  closure  data  as  accurate. 
Further,   if  the  subcommittee  would  find  it  helpful  for  AHA  to 
identify  closed  community  hospitals  that  are  offering  non-acute  or 
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non-inpatient  services  in  addition  to  "new"  hospitals  that  have 
reopened  since  the  previous  year,  the  Association  will  attempt  to  do 
so  in  the  future.     (Closed  community  hospitals  offering  acute 
rehabilitation  services  only  are  already  listed  as  "new"  community 
hospitals;  closed  community  hospitals  offering  acute  psychiatric 
health  care  services  only  are  already  listed  as  "new"  specialty 
service  hospitals.) 

To  provide  further  context  for  the  attached  list,   I  would  add  that 
AHA  views  the  collection  of  data,  whether  to  document  closures  or 
other  aspects  of  operations,  with  utmost  seriousness  and  approaches 
that  task  with  due  diligence  and  absolute  honesty.     Hospital  closure 
data  have  been  collected  annually  since  1980.     Our  survey  is 
factual,   our  methodology  has  remained  consistent  and  thorough,  and 
in  no  way  have  our  conclusions  been  influenced  by  our  policy 
agenda.     Most  data  discrepancies  between  AHA's  surveys  and  those 
conducted  by  others  are  attributable  to  definitional  differences. 

A  close  examination  of  our  advocacy  to  protect  patients  from  the 
impact  of  hospital  payment  reductions  will  show  we  have  not  focused 
disproportionately  on  the  issue  of  hospital  closures.     Nor  have 
closure  data  constituted  the  cornerstone  of  our  Medicare  advocacy 
efforts.     We  recognize — and  publicly  have  emphasized — that  Medicare 
payment  shortfalls  are  one  of  many  factors  responsible  for  hospital 
closures.     Furthermore,  AHA  acknowledges  that  some  hospital  closures 
may  be  appropriate  but  they  should  not  result  from  the  impact  of 
ineqiiities  in  payment  systems,  and  they  should  not  significantly 
reduce  access  to  essential  health  care  services  in  a  community. 

Indeed,  hospital  closures  may  not  be  the  major  threat  in  fiscal 
1990.     The  best  data  available  to  the  AHA  indicate  that,  even  under 
the  current  law.  Medicare  payments  in  the  year  ahead  will  fail  to 
cover  the  cost  of  services  provided  to  Medicare  beneficiaries  in 
two-thirds  of  the  nation's  hospitals.     With  such  a  large  percentage 
of  hospitals  experiencing  Medicare  payment  shortfalls,  the  more 
pressing  problem  may  well  be  curtailed  services,  such  as  the  shut 
down  of  trauma  centers  and  emergency  rooms. 

I  hope  this  discussion  and  attached  list  answer  your  questions,  Mr. 
Chairman.     My  staff  and  I  remain  ready  to  provide  more  detail,  if 
needed. 

Sincerely 


President 


Enclosure 
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AMET^ICA.N'  HOSrrTAL  A3GCCIATT0M 
COMMUNITY  HOSPITAL  CLOSURES  i^aa 
(SEE  ATTACHED  FOOTNOTES) 


S~ATE 

MASSACHUSETTS 
MASSACHUSETTii 


.ICSPITAL 

CAiJiKt  CC."_MUNITY  HOSTITAL 
BRCCKLINE  HOSPITAL 
i^iiHk.^  MEMORIAL  HOSPITAL 


CITY 

CASTIME 

BROOKLi.\f 

MONTAGUE 


REGI0N=2 


N!W  YORK  PARSOWS  HOSPITAL 

HEW  YORK  E^2^A  LAING  STEVEMS  HOSPITAL 

NEW  VOyK  JAMESTOWM  GEWERAL  HOSPITAL 

f:£W  YORK  JOHNSTOWN  HOSPITAL 

NEW  JERSEY  LZViUQU'lQU  COMMUNITY  HOSPITAL 

PENNSYLVANIA  ST  MARY  HOSPITAL  ^ 


FLUSHING 

130 

10 

GRANVILLE 

25 

iO 

w'AMESTOWN 

99 

10 

JOHNSTOWN 

39 

10 

LIVINGSTON 

94 

10 

PHTTAOKLPHIA 

160 

10 

RECI0N=3 


WEST  VIRGINIA 

EL12AEETH  C  I.RONARn  MEM  HOSP 

BUCKHANNON 

2i5 

Wti'i  ViKCINlA 

HOLDEN  HOSPITAL 

HOLDEiN 

2€ 

WEST  vrRGINIA 

GUTHRIE  MEMORIAL  HOSPITAL 

HUNTINGTON 

^2 

l."J 

WEST  VIRGINIA 

WYOMING  GENERAL  HOSPITAL 

MULLENS 

25 

10 

WEST  VIRSINIA 

TUCKER  COUNTY  HOSPTTAT, 

PARSONS 

25 

10 

NORTH  CAROLINA 

b:^cj7.s'elder  memorial  hospital 

LENOIR 

35 

10 

GEORGIA 

FIRST  HEALTH  HEARD 

FRANKLIN 

29 

1  D 

FLORIDA 

anVERSITY  HOSPITAL 

HOLLY  HILL 

3-^ 

10 

RKCTONS4 


OHIO 

NORTHEASTEnN  OHIO  GEN  HOSPITAL 

MADISON 

10 

ILLINOIS 

HOSPTTAI.  or  KNGLFWOOD 

CHICAGO 

121 

10 

ILLINOIS 

FRANK  CUNEO  MEMORIAL  HOSPITAL 

CHICAGO 

106 

10 

ILLINOIS 

ST  ANNE'S  HOSPITAL 

CHICAGO 

2  3ii 

10 

ILLINOIS 

MARY  THOMPSON  HOSPITAL 

CHICAGO 

203 

10 

ILLTNOTS 

5T  ANNE'S  HOSPITAL-WEST  - 

NORTHLAKE 

:'8 

iO 

ILLINOIS 

WHITE  HALL  HOSPITAL 

WHITE  HALL 

3C 

10 

MICHIGAN 

ORCHARD  HILLS  HOSPITAL  ^ 

BELLING 

5fa 

iO 

MICHIGAN 

BAY  AREA  MEDICAL  CTR -MENOMINEE 

MEilOMIlJEE 

40 

10 

WISCONSIN 

ST  ANTHONY'S   FAMILY  MED  CTR 

MlL>.AUiC£i; 

iOJ 

10 

WISCONSIN 

NEW  BERLIN  MEMORIAL  HOSPITAL 

NEW  BERLIN 

32 

10 

KT SCONS TN 

BAYFIELD  COUNTY  MEM  HOSPITAL 

WASHBURN 

121 

10 

TEKNESStt 

SCOrr  MEMORIAL  HOSPITAL 

LAWRENCEBURC 

64 

10 

TEIWESSEE 

JOHNSON  COUNTY  MEM  HOSPITAL 

MOUNTAIN  CITY 

66 

10 

TENNESSEE 

iiV.iKNA  HOSi'iTAL 

SMYRNA 

33 

10 

TEN^rE£SEE 

ST  MARY'S  NORTH  HOSPITAL 

LAI^E  CITY 

20 

10 
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ALABAXW. 

HtUHl    CC'-NT'i    HOSP  i    MSSC  HOt'.Z 

I -J  2 

ALABAMA 

COLUMBIA  REGIONAL  MJIDICAL  CTR 

127 

10 

FIRST  HEALTH  COURTLAMD 

CCU5TL.\tJD 

3^ 

ALABAMA 

MEDTCAT    PARK  WEST 

•^o 

ALABi\WA 

CHAMBERS  COUNTY  HOSPITAL 

LAFAYETTE 

33 

10 

ALABAMA 

PERRY   COriMUNTTY  HOSPITAL 

MARTCM 

n7 

ALABAtU 

NORTH  MOBILE  COMM  HOSPITAL 

SAT2UMA 

3  3 

REGI0N=6 


MISSOURI  UNDELL  HOSPITAL  ST  LOUTS  51  10 

MTSSOL'ftl  UNIVERSITY  OF  HEALTH  SCIENCES  KANSAS  CITY       \?^  ;r 

SOUTH  DAKOTA         IPSWICH  COMMUNITY  HOSPITAL  IPSWICH  "1  :c 


REGIONS? 


ARKANSAS 

KlVtRVitW  HOSPITAL 

LITTLE  ROCK 

50 

IC 

ARKANSAS 

WOODRUFF  COUNTY  HOSPITAL 

MCCRORY 

139 

LEE  MEMORIAL  HOSPITAL 

MARIANNA 

25 

13 

LOUISIANA 

FAIRVIEW  HOSPITAL 

BAYOU  VISTA 

4<5 

LOUISIANA 

RiiGtNT  HOSPITAL  FELICIAJIA 

CLINTON 

36 

lo 

LOUISIANA 

GUEYDAN  MEMORIAL  HOSPITAL 

GUEYDAN 

21 

10 

i/DUXSXANA 

TENSAS  MEMORIAL  HOSPITAL 

NEWELLTON 

30 

10 

LOUISIANA 

PLEASANT  HILL  GENERAL  HOSPITAL 

PLEASANT  HILL 

30 

10 

OKLAHOMA 

CORDELL  M£MOi<XAL  HOSPITAL 

CORDELL 

28 

10 

OKLAHOMA 

B  P  CLAPPER  MEM  MEDICAL  CENTER 

WAYNOKA 

24 

10 

TEXAS 

BASTROP  REGIONAL  MED  CENTER 

BASTROP 

25 

10 

TEXAS 

GOLDEN  PLAINS  COMM  HOSPITAL 

BORSPR 

52 

10 

TEXAS 

MILAM  RKGIONAL  MiiOICAL  CENTER 

CAMERON 

43 

10 

TEXAS 

COMFORT  COMMUNITY  HOSPITAL 

COMFORT 

26 

10 

tfXAS 

GASTON  EPISCOPAL  HOSPITAL 

DALLAS 

104 

10 

TEXAS 

FLOW  MEMORIAL  HOSPITAL 

DENTON 

111 

10 

TEXAS 

i<ANOMARK  MEDICAL  CENTER 

EL  PASO 

207 

10 

TEXAS 

WHITCOMB  MEMORIAL  HOSPITAL 

GRAND  PRAIRTF. 

10 

T£XAS 

ROBERTSON  REG  MEDICAL  CENTER 

HEARNE 

32 

10 

TEXAS 

CUT. r, FN  WOMEN'S  CENTER* 

HOUSTON 

22 

44 

TEXAS 

AAklQH  COUNTS  HOSPITAL 

JEFFERSON 

37 

10 

TEXAS 

KIRBYVILLE  COMMUNITY  HOSPITAL 

KIRBYVILLE 

?4 

10 

TEXAS 

COMMUNITY  HOSPITAL  OF  LUBBOCK 

LUBBOCK 

76 

10 

TEXAS 

KING  WILLIAM  HEALTH  CARE  CTR 

SAN  ANTONIO 

15<» 

4< 

TEXAS 

S-HiNKK  HOSPITAL 

SHINER 

30 

10 

TEXAS 

TAFT  HOSPITAL  DISTRICT 

TAFT 

70 

10 

TEXAS 

TEAGUE  GENERAL  HOSPITAL 

TEAGUE 

20 

10 

TEXAS 

OMNI  HOSP  AND  MEDICAL  CENTER 

HOUSTON 

84 

10 

REG10N=a 


MONTANA  MISSION  VALLEY  HOSPITAL  ST  IGNATIUS  20  IC 

IDAHO  MARSH  VALLEY  HOSPITAL  DOWNEY  17  10 

NEW  MEXICO  CUBA  HOSPITAL  CUBA  9  10 

ARIZONA  PHOENIX  GEUERAL  HOSPITAL  PHOENIX  207  13 


REGI0N=9 
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Fcetr.otes  to  the  Xmf  \can  Hc^pital  Associatian 
19M  ZcmLnity  Hospital  Closures: 


St.  Wary  Hespttal  -  PMIadelp^ia.  Parwsy  I  van }  a 

.4csp:Ui  had  fi  .ftd  br  bankruptc>  early     198S.     Ap,  M  30,   first   Uvoffs  P^«^ai 
layoffs  #€re  «cnodjl©<j  fcr  every  Pr.day  unt.l  May  21.  ^en  hoap.tai  3  dcori  ' 
wculd  be  sfict.    Ao  njuncticn         fiied  ayainar  tht  hcsp,tai  to  «<flep  rne 
facility  frea  clcsing.    Pncr»  conTact  in  Octoft*'  mdicateo  that  the  faciitty 
'^i  StMl   jn  th«  process  of  .sh;itting  down      Phoie  contact    n  late  Dece«rf:-r 
indicatto  that  tha  facility  nad  been  purcnasea  by  mS(  rnvestirent  group  ano 
that  the  facility  had  clcsed.     The  ne*  fac;;l!:y,  wtien  reopened,  wi  1!  ot»  <nc*r 

2s  Weuinann  M#Oica(  Certer,  an  acute  care,  i nveeter-owned  facility. 
'St.  Anna's  Hospi^ai-ltst  -  Morthlak«,  Illinois 

Hospital  reported  to  th©  AHA  it  closed  as  uf  October       19M      Direc:  contact 
WW  Bade  throug*',  the  awa  pcnbcrship  department  tnrce  timca  m  19€8.  Each 
tiira,  the  facility  indicated  that  it  was  closer!     Ptione  contact  in  Dfirember 
indicated  that  the  iKspitai  had  been  sold  and  'er.amed  Leyde/i  Co«i»uni  ty 
Hospital.     Rtrcorrtend*  t  i  on  by  statt  licensLre  departHiwit  was  to  consider 

St.  Annc'8-fcst  a  doaure,  based  on  aha's  definition.    Ne*  hoepjtai  changed 
control  froB  <^ufch-op€ rated  to  invester-owned  facility. 


'Of*c*Mrd  Hills  -  B«idln9,  Michigan 

in  October,  Orchard  Hills  informed  AhU's  Tiembersli i p  department  of  it3 
closure.    Hospital  was  contacted  in  D«cemoer  and  informed  that  tha  original 
o«rrt«r5  ceased  operations  in  October.    The  hospital  is  now  operated  by 
Uetropolitar  Hospital,  Grand  Rapids,  under  a  lease/purchas@  option.    In  fact 
there  are  two  leases:  25  beos  are  being  leased  as  acuta  beds,  another  25  beds 
are  bein^  teased  as  a  detoxification  and  dru9  center. 


^CuIIm  WMMn's  Canter  -  tallas,  Texas 

Closure  reported  to  AHA  by  Texas  Oepartiwnt  of  Health  as  of  7/01/86.  Facility 
was  on  AHA,  Texas  Hospital  Atsociation,  and  Texas  Department  of  Health  files 
as  an  Obstetrics  and  Gynecology  hospital.    AHA  as  well  as  the  Texas  Department 
of  Health  had  not  bear  inforaed  that  the  .icspital  had  been  operating  only  as 
an  outpatient  facility  for  tuo  years. 

Upon  further  research,  wm  have  deternined  that  inpatient  services  ceased  at 
the  hospital  late  in  19d6.    Therefore,  this  facility  will  now  be  Mated  as  a 
19M  closure. 
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Acklendum 

.additional  19M  Hospital  Closurns  March.  19ft<i  i.il^ic 


ScrantoM  State  C«n«ral  Hospital  -  Scranton.  Penns>  Ivdiiia 

Hospital  closed  12/31/38.  Vci  if. t-tl  by  Pennsy  I'- an"t  a  Hospnal  Asaociat.jn  ir.j 
licensiiiy  rf^*»nr;y     Lawsuit  pending  to  reopen  t6Ciln.>. 

Turner  County  Hospital  -  Ashburii,  Georgia 

Closed  lu/30/88.  Verified  by  Geoi^id  Hnspiial  Asicciation  and  bv  hosp.ta. 
Facility  iiupKM  to  reopen  by  July.  1980. 

Dahl  Meaoriiil  Husipltal  -  Ekalaka,  Montana 

Acute  care  beds  closed  (3/30/88.    Nuiiing  home  still  open,    Lost  doctor  sr.d 
have  not  be«n  ;»hle  to  find  replacement.    Have  applied  for  spec. ir.1  CON  :o 
operate  a   medical  facility'  supervi<;r}tl  by  a  physician  assistant,    uncer  tr.e 
new  arrangiftnnini ,  length  of  stay  could  be  no  more  than  9G  hours.    Thi«>  is  a 
type  of  license  developed  thru  cooperdtinn  between  the  Montana  licens.ag 
departraeui  wnd  .Montana  Hospital  Association.    The  institution  hopirs  lu  ;ycei 
COS  and  operate  thia  new  type  of  fA«:(liiy  by  7,^01/30.    .Hospital  is  still 
clQs«»d  pfer  administrator. 


149 


DEFINITION  OF  IM 


A  hd^ltdl  cio^re  is  defined  as  the  physical  dosurf*  or  corporatp  c9S5a^  on 
of  ahoepital  facility,  or  the  diecontmuation  of  inpatient  medical  admisaicns 
as  of  Dec.  31  of  each  /ear.    Hospital  mergers  and  con&oi ;  Jat  io(»s  drt;  nat 
(ficluded.    Closure  information  was  acquired  by  direct  report  to  tic  Amer.can 
Hospital  Association,  and  through  an  end-of-year  canvass  of  each  state 
hospital  ascociation  and  licencjre  agency.    Each  closure  was  verified  oy  a 
ra^j  reser  tat  ive  of  the  closed  hospital  *hef»ever  possiole. 

Comunity  hospitals  include  all  nonfederal,  short-term,  general  and  other 
special  hospitals  whose  facilities  are  open  to  the  public;  excluded  are 
hospital  units  of  in«t  i  tut  ions  ,  psych  i  ^it  r  i  c  hospitals,  <(rid  alcohoiit>Hi  and 

Chemical  dependency  facthtiea. 

Control  refere  to  the  type  of  organization  responsible  for  eetabliohm^ 
policy  concerning  the  overall  operatiof^  of  th*;  hospital.    The  four  major 
caterer iea  arc  gcvernncnt,  nonfederal;  nongovernment,  nct-tor-prof i t ; 
investor -owned  (for-profit);  and  governawnt,  federal. 

•eds  refer  to  the  number  of  beds  set  up  and  staffed  for  use  in  the  hospital 
ad  reported  to  the  American  Hospital  Association.    The  nunbor  of  bede  shown 
will  reflect  the  size  of  the  hospital  when  functioning  normally.    The  bed 
statistics  may  not  reflect  reductions  that  occurred  during  the  months  prior  to 
closure.    The  tables  contain  breakdowns  by  size  categories   6  to  24  beds,  25 
to  49.  50  to  99.  100  to  199.  200  to  299.  300  to  399,  400  to  499  and  500  or 
•ore. 

C^ua  rogionc  refer  to  the  nine  geographical  regions  into  ^hich  the  U.S 
Oepartflieiit  of  Commerce,  Bureau  of  the  Census,  divides  the  50  states. 


Soutom:  Hospital  Statistics  1988  edition ,  AHA  Membership  records  and 
files,  annual  aurveys.  state  associations,  state  licensure 
agencies  and  AHA  Hospital  Data  Center  files. 
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1968  HOSPiUL  OPENINGS  ON  RECORD  AS  OF 
FEBRUARY  1969 


HOSPITAL  NAME 

CI  rt 

BEDS 

S£PY 1 CE 

REGION  2 

Pennsylvania 

Southw'ood  Psychiatric  Hospital 

Pi (Isbufg 

35 

22 

Psnnsy Ivan i a 

Greater  Pittsburg  Rehab  Hospital 

Nortroet/  i  1 1  e 

35 

46 

Pennjy Ivania 

UHS/Keystona  Cer»tei 

Chester 

72 

82 

REGION  3 

Fl  or  i  da 

Engiewcod  Coimiuntty  Hospital 

Englewood 

1O0 

10 

FlOf :da 

Welitngtor  Refj .  Medical  Oentar 

Vest  Pa  ten  Beaches 

120 

10 

Florida 

Vest  Boca  Medical  Center 

Boca  Raton 

170 

10 

F lor  1  da 

Atlantic  Shores  Hospital 

Dayton a  Beach 

50 

22 

Florida 

Cap'tal  {Rehabilitation  Hospital 

Tal  latiassee 

40 

46 

Florida 

Rehab  Inst    of  Sarasota 

Sarasota 

60 

46 

Florida 

Glenbeigh  Hospital  of  Miatri 

Kialean 

103 

82 

Florida 

Uethodist  Pathway  Center 

Jacksonv  i 1  le 

25 

82 

Georg 1  a 

Hi  1 Iside  Hospitai 

Atlanta 

40 

22 

Delaware 

Mead Oh  Wood  Center 

New  Castle 

35 

22 

West  Virgif^ia 

Westerr  Hi  i is  Reg.  Rehab  Hospital 

Parkersburg 

40 

46 

REG  10/4  C 

Indiana 

Oakiav>n  Hospital 

Goshen 

78 

49 

1 II  inois 

AlcoiiotisT  Treatnent  Center 

Uinfield 

52 

82 

1 1 1 inois 

Care jn it  of  Dupage 

Donffiers  Grove 

100 

82 

REGlOfJ  5 

Mississippi 

Parkwocd  Hospital 

01 ive  Branch 

40 

22 

Alabama 

Montgomery  Rehab  Hospital 

Uontgonery 

80 

46 

RESIGN  6 

Ml  rinesota 

St.  John's  Northeast  Hospital 

Naplewood 

100 

10 

Nebraska 

Ri chare  H.  Young  Hospital 

Kearrey 

80 

22 
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H3SP  TAL  ^iAME 

CITY 

BEDS 

SERVICE 

PEGiW.  7 

'e*3S 

HCA  Der'o.-i  Conrunity  -te«pital 

Centon 

56 

-0 

■'exas 

Trir  ty  Va!:e/  Medical  Center 

Pa  i  es  t  i  -le 

•0 

■"ex  as 

CPC         :ai  Hosp  ta 

Auat  in 

92 

2 1 

Cnar:2f  Hosp  ta '  o1  For*,  foftn 

Fo't  Worlh 

83 

22 

Forest  S?r irgs  Hcspi  tal 

HOUStOT 

36 

22 

Texas 

HZA  Rich  anc  -lospi  tal 

ho-ti-  Richland  Hi  1  Is 

73 

22 

Texas 

River  Crest  Hosp  ta 

San  Aflgs  lo 

80 

21 

'exas 

Stat^ord  Steadcmi 

Staffer: 

83 

21 

Rerab  Hospital  of  Sojt^  'axz* 

CO'pLJ  -^'ist  i 

83 

iA 

Texas 

Re'-ab  Inst,  of  Sa^  ^nton  o 

Sao  Aft  tor  0 

108 

i% 

"Fe  <as 

Rio  Vis'a  Rehab  HDspita! 

E  Paso 

83 

Lojis  ana 

HCA  Mof'fc  Monroe  =>£vi  1  io« 

Wan roe 

43 

22 

A-Karsas 

Fort       :t  Rehab  -teioitai 

Fo't  Snilh 

54 

d6 

PEQIOK  3 

A'izcaa 

Dsl  E  liiiebo  W«»c.'  al  Hosp  ta 

Sun  C  ty  iaet 

i>5 

-0 

A'izcaa 

East  Va    ay  Caireiaac^  Hotoilai 

Mesa 

62 

22 

^*o^-^:3:n  River  rtosp  lal 

!  daf»o  =3  1  » 

40 

^0 

Colorado 

CnarTsr  hisptai  ot  Ajro'a 

Au'ora 

83 

22 

New  Mexico 

-Wssi  (a  vai  e/  Hosp  ta! 

Las  Crjce-s 

33 

22 

Lran 

(scsterr  Rshab  Institjle 

Sand>' 

83 

-16 

FEGIO  9 

Cal  i  fo'nia 

Brarci  Hcipi  tal 

Twenly  r^aiBS 

33 

'0 

Cal  tenia 

Ciristian  -io^i'.al  Medical  Ceote^ 

Pa  T  i  s 

33 

♦0 

Cal  fo'nia 

C=:  Sier-a  Gateway  Hosp  tal 

F -esro 

93 

22 

Cal ; fo'nia 

HC»  Cada-  v  ista  Hsospi  tal 

F-es^o 

3S 

22 
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SOURCE;      HeM  hospital  opf-nioys  In  1988  as  repo'ted  to  *ne  Ame'  can  Hospital 
Accociation'a  Division  ot  Membersrtip      of  February  1989     If  t,>o  or 
more  hospitals  merge  to  form  a  ne^v  corporate  entity,  the  resu  tan? 
corporate  entity  is  not  considered  a  new  hospital  for  purposes 
this  list 

REGION:     Region  is  defined  as  U  S   Census  Division     if  no  openings  ha»/e  b«8n 
reported  for  a  state,  it  ie  not  listed  within  the  region  catejo-^  . 

BEDS:        Bed3  eet  up  and  staffed  for  use  as  reported  to  the  Artierican  Hospital 
Association  Division  of  Membership 


SERVICE  0£SCR}PTIQN 

10  -  General  Medical  and  Surgical 

11  =  Hospital  Unit  of  Institution 
22  ^  Psychiatric 

33  =  Tuberculosis  and  Other  Respiratory 

44  '  Obstetrics  and  Gynecology 

45  «  Eye  Ear  ^(ose  and  Throat 

46  =  Rehabi litation 

47  -  Orthcpadic 

46  s  Chronic  Disease 

49  =  Other  Specialty 

62  5  Institute  for  Mental  Retardation 
82  >  Alcoholism  and  Chemical  Dependency 

50  =  Child  General  Medical  arid  Surgical 

51  -  Child  Hospital  Unit  of  institution 

52  =  Chi  Id  Psychiatric 

63  «  Child  Tuberculceie  and  Other  Respiratory 

56  s  Child  Eye  Ear  Nose  and  Throat 
66  -  Chi  Id  Rehabi 1 i tat  ion 

57  =  Child  Orthopedic 

58  •  Child  Chrome  Dieeaee 

59  s  Child  Other  Specialty 
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Mrs.  Johnson.  I  would  like  Dr.  McCarthy  to  talk  a  little  about 
Dr.  Altman's  assertions  that  hospitals  continue  to  upcode  at  a  sig- 
nificant rate,  and  should  not  be  paid  for  these  up-coding  improve- 
ments. 

Ms.  McCarthy.  Finally,  and  just  recently  because  we  only  have 
the  preliminary  data  out,  ProPAC  and  the  Health  Care  Financing 
Administration  jointly  funded  a  study  which  was  carried  out  by 
RAND  just  on  the  issue  on  how  much  of  the  coding  changes  are 
due  to  upcoding  or  due  to  changes  in  the  severity  of  illness  of  pa- 
tients. 

And  the  study  is  on  PPS  years  3  and  4,  and  it  shows  that  at  most 
20  percent  of  the  coding  increase  is  attributable  to  improved 
coding.  The  rest  is  attributable  to  the  severity  of  illness. 

There  is  a  second  piece  that  is  important  to  keep  in  mind,  and 
that  is  there  is  not  a  one-to-one  relationship  between  a  1 -percent 
increase  in  coding  and  a  1-percent  increase  in  cost.  In  fact  that  re- 
lationship is  1  to  IV2  so  that  for  each  1-percent  increase  in  coding 
or  in  severity  of  illness,  the  cost  will  go  up  1 V2  percent. 

So  even  if  we  were — and  which  we  are  not — in  a  situation  where 
only  two-thirds  of  all  coding  actually  based  on  the  medical  record 
was  due  to  more  severely  ill  patients,  you  would  still  not  have  over- 
paid a  dime  because  of  the  formula's  inability  to  directly  track  cost 
increases. 

Mrs.  Johnson.  Do  you  have  any  comment  on  the  figures  that 
have  been  quoted  today  in  regard  to  those  hospitals  at  the  end  of 
the  spectrum  that  are  enjoying  a  margin  of  profitability  that  is  sig- 
nificant versus  those  hospitals  at  the  other  end  of  the  spectrum 
that  are  experiencing  a  high  loss  under  Medicare? 

Ms.  McCarthy.  Those  at  the  end  of  the  spectrum  experiencing 
the  significant  losses  out-number  those  at  the  preferred  end  of  the 
spectrum. 

The  set  of  data  I  have  with  me  today  is  the  1990  projections 
which  show  5  percent  of  hospitals  with  a  10  percent,  if  you  will, 
excess  of  revenue  over  expense.  On  the  other  hand,  we  are  talking 
about  at  least  one  third  of  all  facilities  suffering  losses  that  exceed 
20  percent. 

Mrs.  Johnson.  But  has  your  association  done  any  analysis  of 
those  hospitals  that  are  able  to  profit  under  Medicare?  What  is  the 
nature  of  their  services?  Are  they  simply  more  efficient? 

Ms.  McCarthy.  There  is  nothing  that  we  have  been  able  to  iden- 
tify to  date  that  shows  a  strong  correlation  to  either  efficiency  or 
inefficiency.  That  is,  of  course,  one  of  the  big  challenges  that  we 
have. 

It  does  appear  to  rest  in  part  on  location  and  on  the  cost  of  living 
in  an  area.  It  does  appear  to  rest  in  part,  for  example,  on  Dr.  Dob- 
son's  identified  additions  to  the  base  payment  rate.  It  does  appear 
to  reflect  differences  in  patterns  of  practice  across  the  United 
States,  but  there  is  not  one  single  answer. 

[The  following  was  subsequently  received:] 
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American  Hospital  Association 


Capitol  Place,  Building  #3 
50  F  Street,  N.W. 
Suite  1100 

Washington,  D  C.  20001 
Telephone  202.638-1100 
Cable  Address:  Amerhosp 


March  21,  1989 


The  Honorable  Nancy  L.  Johnson 
U.S.  House  of  Representatives 
Washington,  D.C.  20515-0706 


Dear  Representative  Johnson 

At  the  March  1,  1989  hearing  of  the  Ways  and  Means  Subcoiranittee  on  Health,  you 
asked  whether  the  American  Hospital  Association  could  furnish  you  with  a 
profile  of  hospitals  in  the  high  and  low  Medicare  margin  categories  in  order 
to  identify  the  characteristics  that  distinguish  them  from  one  another.     I  am 
pleased  to  furnish  that  information  herewith  and  respectfully  request  that 
this  letter  be  included  in  the  hearing  record. 

For  each  category  of  hospitals  grouped  by  range  of  projected  FY  1990  Medicare 
operating  margin  (from  the  1,289  hospitals  projected  to  experience  margins 
below  -25  percent  to  the  28h  hospitals  projected  to  enjoy  margins  greater  than 
+25  percent),  we  have  examined  the  wage  index,  bed  size,  case  mix  index, 
disproportionate  share  adjustment,   indirect  medical  education  adjustment, 
occupancy,  outlier  payment  percentage,  and  number  of  PPS  cases  for  the  average 
hospital.     We  have  found  that  there  is  very  little  difference  in  the  mean 
values  across  categories  of  hospitals,  as  the  enclosed  table  demonstrates.  In 
other  words,  there  is  no  clear  systematic  relationship  between  each  of  these 
characteristics  and  the  projected  financial  performance  of  hospitals  under  the 
Medicare  prospective  payment  system. 

Certain  characteristics,  however,  are  associated  with  a  greater  likelihood 
that  a  hospital  will  experience  very  low  Medicare  margins.     Hospitals  with  a 
very  low  case  mix  index,  a  very  small  number  of  Medicare  admissions  or  a  very 
low  occupancy  rate  (i.e.,  below  30  percent)  are  more  likely  than  other 
hospitals  to  experience  very  low  margins.     When  the  issue  is  high  Medicare 
margins,  the  picture  is  less  clear.     Certain  facilities  with  a  very  high 
indirect  medical  education  adjustment  and  a  high  disproportionate  share 
adjustment  do  enjoy  favorable  Medicare  margins,  but  too  many  others  receiving 
even  sizable  adjustments  are  in  difficulty.     Specifically,  of  the  nearly  200 
hospitals  with  disproportionate  share  adjustments  of  15  percent  or  more,  more 
than  half  (115  hospitals)  will  experience  losses  treating  Medicare 


155 


beneficiaries  in  FY  1990.     Similarly,  of  176  hospitals  with  an  indirect 
medical  education  adjustment  of  20  percent  or  more,  95  are  projected  to  lose 
under  the  Medicare  program  in  FY  1990.     Of  course,  as  you  know,  even  those 
teaching  hospitals  with  positive  Medicare  margins  are  experiencing  significant 
Medicaid  and  indigent  care  losses. 

I  hope  this  information  meets  your  needs.     Should  you  require  further 
information,  my  staff  remain  ready  to  assist  you. 

Sincerely 


}(.kL  ^a/aj^ 


Carol  M.  McCarthy,  Ph.D. 
President 


Enclosure 


PROFILE  OF  HOSPITALS  BY  PROJECTED  MARGIN 


Category  of  Projected  Margii 


Hospital 

-25% 

-25% 

-10% 

0% 

+  10% 

+25% 

Characteristics 

or  less 

to  -10% 

to  0% 

to  +10% 

to  +25% 

or  more 

Wage  index 

0.934 

0.929 

0.922 

0.916 

0.902 

0.913 

Bed  size 

163 

193 

186 

165 

135 

148 

Case  mix  index 

1.046 

1.148 

1.150 

1.137 

1.101 

1  070 

Disproportionate 

share  adjustment 

1.4% 

1.5% 

1.5% 

1.8% 

1.9% 

1.9% 

Indirect  medical 

education  factor 

1.5% 

2.0% 

1.9% 

2.0% 

1.9% 

2.6% 

Occupancy* 

63.2% 

64.4% 

64.3% 

65.2% 

65.3% 

72.8% 

Outlier  payments 

2.7% 

2.8% 

2.3% 

1.9% 

1.5% 

2.3% 

PPS  cases 

1323 

2048 

1955 

1803 

1388 

1352 

Number  of  hospitals 

1289 

1350 

1091 

931 

714 

284 

Weighted  by  bed  size  of  hospitals  in  each  category. 


Source:     American  Hospital  Association  projections,  1989,  based  on  Medicare 
PPS  Year  3  cost  reports  obtained  from  the  Health  Care  Financing  Administration. 


156 


Mrs.  Johnson.  Thank  you.  I  do  appreciate  the  testimony  of  the  | 
others  on  rural  and  urban  hospitals.  In  the  public  hospitals,  have  * 
you  done  any  breakdowns  of  the  percentage  of  the  urban  hospitals 
whose  costs  can  be  attributable  to  their  special  responsibilities?  For 
example,  for  trauma  centers  and  large  emergency  rooms  and  some 
of  those  unique  aspects  of  the  case  mix  of  urban  hospitals? 

Mr.  Gage.  Yes,  we  have  done  quite  a  bit  of  that  analysis  and 
some  of  it  is  set  out  in  our  prepared  testimony  that  was  submitted. 
We  can  provide  you  with  more  of  that  information. 

Certainly,  a  substantial  part  of  the  extra  cost  of  operating  a 
public  hospital  in  an  urban  area  does  come  from  those  specialized 
services  and  the  very  high  volume  of  care  provided  in  those  units. 
We  are  talking  about,  in  some  cases,  10  and  20  times  the  number  of 
outpatients,  emergency  room  visits,  trauma  cases  than  in  a  private 
or  non-safety  net  hospital.  So  in  a  sense,  the  costs  are  clearly  asso- 
ciated with  maintaining  that  kind  of  service. 

Mrs.  Johnson.  Now  under  Medicaid,  do  you  get  an5^hing  equiva- 
lent to  the  disproportionate  share  accommodation? 

Mr.  Gage.  There  is  a  requirement.  In  fact,  the  basic  requirement 
in  the  Medicaid  program  predated  the  Medicare  requirement.  It 
goes  all  the  way  back  to  1981.  Until  last  year,  it  had  not  been  ade- 
quately implemented.  About  15  States  up  until  last  year  did  pro- 
vide some  kind  of  disproportionate  share  hospital  payment. 

Mrs.  Johnson.  In  other  words,  it  is  not  part  of  the  national  pay- 
ment system. 

Mr.  Gage.  It  is  now,  but  the  requirement  is  still  a  relatively  gen- 
eral one.  It  was  beefed  up  by  the  Energy  and  Commerce  Committee 
last  year.  There  now  is  a  mandatory  requirement  for  all  States.  We 
are  just  doing  a  survey  now  to  see  what  States  have  done  in  con- 
nection with  that  requirement.  But  there  is  now  a  requirement.  To 
a  certain  extent  it  cross-references  the  Medicare  requirement,  al- 
though it  has  separate  characteristics  unique  to  the  Medicaid  pro- 
gram. 

Mrs.  Johnson.  Given  the  national  statistics  on  low  birth  weight 
babies  and  the  concentration  of  those  kinds  of  infants  in  urban 
areas  and  under  Medicaid  coverage,  it  would  be  interesting  to 
know  what  portion  of  your  losses  are  attributable  to  Medicaid  cov- 
erage and  Medicaid's  inability  to  accommodate  for  intensity,  par- 
ticularly in  those  areas.  I  think  we  need  better  information  about 
that. 

What  I  am  saying  is  that  the  job  we  are  asking  urban  hospitals 
to  assume  in  an  increasingly  sophisticated  medical  environment  is 
increasingly  costly.  Therefore,  the  deficit  under  Medicaid  is  an  in- 
creasingly significant  deficit  and  ought  to  be  seen  in  the  context  of 
the  Medicare  problems. 

One  of  the  reasons  we  are  pushing  so  hard  as  a  committee  and,  I 
think,  as  a  nation  is  to  look  more  carefully  at  this  Medicare  reim- 
bursement issue  and  to  try  and  disentangle  it  from  our  own  deficit 
problems  to  some  degree.  There  is  clear  evidence  before  us  that 
Medicaid  is  a  budget-driven  reimbursement  system  and  grossly  in- 
adequate to  the  challenge  that  we  are  asking  it  to  assume. 

We  have  seen  in  some  provider  sectors,  an  almost  elimination  of 
services  for  Medicaid  recipients.  You  do  not  have  that  option.  So  I 
think  we  need  a  lot  better  data  on  that  matter  from  you.  I  will  look 
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at  your  testimony  in  more  detail  and  perhaps  you  will  get  me  more 
information  as  to  the  unique  costs  facing  urban  hospitals  that 
makes  the  Medicare  under-reimbursement  a  special  burden. 

Mr.  Gage.  Thank  you,  I  will  be  happy  to  get  you  that  informa- 
tion. I  just  would  comment  that  Medicaid  under-reimbursement 
varies  widely  from  State-to-State.  There  are  States,  in  fact,  where 
Medicaid  is  now  a  better  payer  of  hospitals  than  the  Medicare  pro- 
gram. 

Mrs.  Johnson.  That  is  interesting.  That  is  surprising.  Actually,  I 
will  have  to  pursue  that  in  another  case.  But  your  comment  does 
remind  me  that  this  is  what  I  am  hearing  from  nursing  homes. 

Thank  you. 

Chairman  Stark.  Mr.  Van  Hook,  I  think  somewhere  in  your  tes- 
timony I  recall  your  suggesting  that  if  we  help  the  rural  hospitals 
you  would  hope  that  we  do  not  take  it  out  of  the  hide  of  the  urban 
hospitals.  I  can  find  that  in  here  someplace,  can  I  not? 

Mr.  Van  Hook.  We  would  certainly  prefer  that.  The  urban  hospi- 
tals, as  you  have  heard  from  the  other  panelists  are  not  doing  all 
that  well  themselves.  The  curve  has  passed  and  we  are  both  in  the 
same  boat. 

Chairman  Stark.  Mr.  Gage  is  going  to  support  you  and  say,  we 
would  like  you  to  help  the  inner-city  hospitals,  but  certainly  do  not 
beat  on  the  poor,  rural  hospitals.  Would  you  not  say  that  as  a  colle- 
gial  sort  of  a  guy? 

Mr.  Gage.  Absolutely. 

Chairman  Stark.  Now  you  both  I  think  recognize,  do  you  not, 
that  if  there  are  limited  resources  that  have  to  be  distributed 
among  these  that  we  cannot  have  both  ends  of  that  teeter-totter  in 
the  air  at  the  same  time?  I  am  not  suggesting  anything  that  is  new 
or  unusual,  am  I? 

Mr.  Gage.  Not  only  that,  Mr.  Chairman.  The  committee  has  al- 
ready adopted  improvements,  at  least  in  the  urban  disproportion- 
ate hospital  end,  that  were  very,  very  carefully  targeted  last  year. 
For  example,  when  you  remove  the  15  percent  cap  on  payments, 
there  were  really  only  200  hospitals  in  the  whole  country  that  were 
butting  up  against  that  cap  and  that  have  received  increased  pay- 
ments under  that  kind  of  fine-tuning. 

Chairman  Stark.  Your  testimony  is  useful.  But  for  it  to  be  most 
helpful  to  us,  you  have  to  help  us  in  setting  priorities.  You  must 
recognize  that  we  cannot,  as  the  American  Hospital  Association 
would,  pay  all  the  money  to  every  hospital  that  wants  it.  There  just 
is  not  enough  there.  So  our  job  is,  that  we  just  have  to  set  prior- 
ities. 

It  is  very  difficult  to  do  when  you  have  to  do  it  for  all  50  States. 
It  is  not  necessarily  the  types  of  hospitals,  rural  versus  inner-city, 
or  teaching  versus  nonteaching,  or  profit  versus  nonprofit.  Then 
you  get  Alabama  in  a  contest  with  Oregon  as  to  which  State  or 
which  city  gets  the  money. 

That  is  all  we  really  have  to  try  and  do  is  fmd  a  compromise 
here  that  is  going  to  get  us  half  the  votes  plus  one.  In  the  process,  I 
think  all  the  members  would  want  to  make  sure  that  the  benefici- 
aries are  protected.  But  for  people  to  be  useful  in  that  delibera- 
tion—to say  do  not  reduce  anybody,  is  a  nonstarter. 
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Mr.  Van  Hook.  Mr.  Chairman,  you  know  where  this  puts  us. 
This  puts  us  squarely  on  the  razor  blade,  and  it  is  very  difficult  to 
be  there. 

Chairman  Stark.  It  is  no  fun,  is  it? 

Mr.  Van  Hook.  I  know,  and  you  have  lived  with  that  with  even 
real  consequences  than  I  do.  But  I  guess  my  response  would  be  that 
there  are  a  considerable  number  of  those  one-third  of  the  hospitals 
that  are  losing  a  lot  of  money  are  rural  hospitals.  They  just  do  not 
have  very  many  other  resources.  They  have  raised  their  mill  levies 
about  as  high  as  they  can  go;  they  have  had  bond  issues;  they  have 
done  just  about  everything  they  can.  They  need  an  infusion,  and 
they  need  it  quickly.  I  think  again,  the  idea  of  access — critical  hos- 
pitals, or  targeting  increases  would  be  useful. 

The  other  thing  is  that  estimates  of  how  much  it  costs  to  fix  the 
differential  vary  quite  widely.  But  it  is  a  relatively  small  amount  of 
money  when  you  are  talking  the  kind  of  numbers  that  you  folks 
deal  with  all  the  time.  It  is  not  like  it  would  break  the  Federal 
budget.  I  know  you  have  to  maintain  a  great  deal  of  discipline  with 
that.  But  that  differential,  at  least  in  the  standardized  amount,  is 
relatively  small  and  not  a  lot  of  money. 

Chairman  Stark.  The  problem  is  that  here,  however,  we  get  into 
some  other  things.  This  is  where  we  need  help.  I  have  a  letter  from 
a  physician  in  North  Dakota  that  just  arrived  this  morning.  He 
talks  about  the  fact  that  insurance  rates  are  high,  but  he  suggests 
this.  He  says  it  is  not  his  fees.  I  believe  him. 

But  he  suggests  that  here  you  have  got  Fargo,  with  a  population 
of  100,000  or  perhaps  less,  with  two  nuclear  magnetic  resonance  fa- 
cilities, when  there  is  not  one  in  Winnipeg  or  the  whole  of  Manito- 
ba, for  example.  In  North  Dakota,  besides  the  two  MRI's  in  Fargo, 
there  is  one  in  Bismarck  and  one  in  Minot.  Now  Minot  is,  obvious- 
ly, one  of  the  metropolises  of  North  Dakota,  but  both  of  the  physi- 
cian-owned clinics  in  Fargo  are  installing  yet  another  radiation 
unit. 

Some  of  the  hospitals  are  going  out  and  buying  practices  and 
physician-owned  clinics  to  steer  business  in.  Now  somehow  it  seems 
to  me  that  between  the  question  of  trauma  centers  and  acute  care 
centers,  I  think  you  would  agree  with  me  that  in  North  Dakota,  on 
dry  roads,  25  miles  is  not  a  hellish  distance  for  people  to  cover. 
Even  in  a  pickup  truck  it  is  not  so  bad. 

So  that  at  some  point,  it  seems  to  me,  the  rural  hospitals  are 
going  to  have  to  come  together  and  decide  which  are  going  to  be 
acute  care  centers,  and  which  are  going  to  be  skilled  nursing  facili- 
ties, and  which  are  merely  going  to  be  outpatient  clinics,  because 
part  of  the  situation  in  this  country  is  that  we  have  1  million  hos- 
pital beds  staffed — not  built,  but  staffed  beds.  As  we  sit  here  talk- 
ing today,  300,000  of  them  are  empty. 

I  have  all  of  these  hospital  administrators  telling  me  I  do  not  un- 
derstand, but  that  does  not  raise  costs.  Now  I  do  not  know  what 
they  think  it  does.  And  that  is  every  day  of  the  year  we  are  run- 
ning— this  country  is  running  two-thirds  full,  or  one-third  empty. 

Now  I  am  not  suggesting  that  we  could  run  on  a  full  tank  every 
day.  But  I  am  suggesting  that  therein  may  be  part  of  the  problem, 
and  that  the  DRG  system  was  designed  to  reduce  that.  Nobody 
really  likes  that.  That  is  the  problem  we  are  faced  with.  We  could 
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go  off  the  DRG  system.  You  heard  the  testimony  this  morning.  We 
could  go  back  to  controlling  everything.  New  York  State  did  that 
ver>'  well  for  years,  which  is  why  they  have  much  better  costs  than 
California. 

So  the  help  I  am  asking  for  is,  do  not  say,  do  not  touch  any  of 
our  members,  just  because  that  is  not  realistic.  The  question  is, 
how  can  we  be  most  effective  in  protecting  the  quality  and  access 
that  is  most  important.  If  we  have  extra  money,  this  committee 
could  be  extremely  creative  in  finding  ways  to  deliver  serv^ices,  and 
new  senrices,  and  take  care  of  indigent  children  and  a  whole  host 
of  things.  I  have  got  almost  20  infant  mortalities  in  1,000  in  my  dis- 
trict, which  is  obscene.  I  would  be  more  than  happy  to  spend 
money  on  it  if  we  had  it,  but  we  do  not. 

So  to  give  us  some  help,  you  have  to  be  willing  to  help  us  set 
priorities. 

As  for  the  American  Hospital  Association,  I  recognize  that  they 
cannot  do  that.  WTien  you  represent  every  hospital  in  the  country, 
it  is  verv'  difficult  to  suggest  that  even  one  of  your  members  should 
close.  I  understand  that.  I  hate  to  lose  a  vote.  But  I  would  suggest 
to  the  Hospital  Association  that  when  they  testify  here,  and  if  their 
testimony  is  to  be  of  any  use  to  this  committee,  that  these  num- 
bers— it  is  the  old  child  who  used  to  call  "wolf  *  all  the  time.  How 
am  I,  if  I  am  told  that  81  hospitals  closed,  when  we  know  that  only 
44  really  closed,  than  how  am  I  to  believe  that  two-thirds  of  the 
hospitals  will  lose  money?  Maybe  it  is  really  only  33  Vs  percent. 

If  you  do  not  know  the  names — if  you  have  got  5,000  members 
and  you  cannot  tell  me  the  names  of  the  81  members  who  quit  last 
year,  then  I  miss  my  guess  that  your  staff  is  doing  what  they  ought 
to  do.  How  can  I  believe  that  they  are  incurring  deficits  of  10  to  30 
percent  when  I  cannot  believe  everybody  screaming  at  me  that 
they  closed  81  hospitals,  when  in  fact  they  probably  should  have 
closed  a  couple  hundred?  But  I  have  to  say  that  it  sounds  suspi- 
ciously like  the  AHA  is  cooking  the  numbers.  And  I  have  enough 
problems  wdth  that  on  competing  budget  estimates  and  everything 
else.  I  am  sorr\',  but  it  is  

Ms.  McCarthy.  Mr.  Chairman,  if  I  may? 

Chairman  Stark.  Yes. 

Ms.  McCarthy.  I  would  not  cook  a  number  for  you.  I  would  be 
pleased  to  get  you  all  of  the  information  that  is  behind  those  clo- 
sure data  and  to  get  it  to  you  as  promptly  as  I  possibly  can  out  of 
Chicago,  giving  to  you  as  well  the  facilities  which  opened  last  year 
and  the  supporting  background  information. 

Further,  I  just  also  think  it  important  to  say  that  the  American 
Hospital  Association  recognizes  that  the  prospective  payment  pro- 
gram is  not  here  to  keep  every  hospital  operating.  When  we  talk 
about  closures  that  are  of  concern,  we  try  very  hard  to  focus  in  on 
those  when  we  are  talking  about  an  access-vulnerable  area. 

Chairman  Stark.  Let  us  assume  for  a  minute  that  your  staff 
could  have  misled  you.  But  let  us  talk  about  the  cuts  in  Medicare 
payments.  Now  was  there  a  cut  in  payments  to  hospitals  in  1989? 

Ms.  McCarthy.  There  was  a  

Chairman  Stark.  Yes  or  no. 

Ms.  McCarthy.  There  was  a  reduction  in  the  planned  expendi- 
tures. 
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Chairman  Stark.  No,  that  is  not  the  question.  Would  you  listen 
just  for  a  moment,  please,  to  my  question?  In  1989,  was  there  a  cut 
in  Medicare  payments  to  hospitals,  yes  or  no? 

Ms.  McCarthy.  An  absolute  cut,  no. 

Chairman  Stark.  In  1988,  was  there  a  cut  or  an  increase  in  the 
total  dollars  paid  by  Medicare  to  hospitals  in  this  country? 

Ms.  McCarthy.  There  has  been,  as  you  know,  an  increase  in  the 
total  dollars  in  the  PPS  program. 

Chairman  Stark.  In  every  year  in  the  past  10,  I  believe;  is  that 
not  correct? 

Ms.  McCarthy.  Unfortunately,  there  has  also  been  an  increase 
in  the  cost  of  caring  for  the  patients. 

Chairman  Stark.  But  that  is  not  what  I  asked,  because  your  tes- 
timony says,  ''there  be  no  further  cuts  in  Medicare  payments." 
That  is  what  I  am  suggesting  to  you  is  misleading.  You  are  flim- 
flamming  us  and  the  public  with  these  numbers.  Now  if  you  want 
us  to  pay  any  attention  to  your  testimony,  which  is  getting  difficult 
to  do,  do  not  kid  us.  Do  not  come  out  with  this  public  relations  pop- 
pycock when  it  cannot  be  believed.  That  does  your  association  no 
good  and  it  certainly  is  of  no  use  to  the  committee. 

Ms.  McCarthy.  Mr.  Chairman,  the  testimony  speaks  to  no  cuts 
from  the  amounts  set  forth  in  current  law.  That  is  the  reason  for 
the  verbiage.  It  was  certainly  not  meant  to  mislead  you. 

Chairman  Stark.  Mr.  Coyne. 

Mr.  Coyne.  Thank  you,  Mr.  Chairman. 

Mr.  Gage,  Dr.  Altman  earlier  indicated  that  figures  can  reflect  a 
40  percent  excess  of  cost  of  urban  hospitals  versus  rural  hospitals, 
and  that  is  made  up  of  wages,  sicker  patients  and  indigent  care. 
Are  there  any  other  factors  that  contribute  to  that? 

Mr.  Gage.  I  think  you  have  to  look  at  the  services  being  provided 
and  the  intensity  of  those  services,  and  the  discussion  here  earlier 
of  reorganization  of  potential  services  in  rural  areas  with  hospitals 
perhaps  converting  into  some  other  use,  such  as  an  ambulatory 
care  facility.  I  think  the  services  provided  are  much  less  intense  in 
most — certainly  not  all — rural  hospitals.  I  think  there  are  experi- 
ments underway  in  some  parts  of  the  country  where  rural  hospi- 
tals, in  fact,  serve  as  formal  feeders,  in  effect,  transferring  the  most 
sick  patients  on  a  regular  basis  to  the  urban  centers.  I  think  Mr. 
Anthony  referred  to  that  earlier  as  well. 

Clearly,  when  you  provide  care  to  sicker  patients  and  you  pro- 
vide a  broader  range  of  services,  including  tertiary  as  opposed  to 
primary  or  secondary  services,  you  are  going  to  have  a  lot  more 
costs  of  all  kinds,  not  just  staffing  and  personnel,  but  equipment 
and  the  size  and  scope  of  the  facility  itself. 

Mr.  Coyne.  So  it  is  logical  to  include  these  very  sick  patients  who 
came  from  the  rural  areas  and  receive  care  in  the  urban  areas, 
when  in  determining  the  differential? 

Mr.  Gage.  I  certainly  think  it  accounts  for  the  differential  in 
cost.  It  also,  for  the  most  part,  is  good  medicine. 

Mr.  Coyne.  Other  testimony  that  Dr.  Altman  gave  indicated  that 
of  the  hospitals  that  closed  in  urban  areas,  many  of  them  or  most 
of  them  were  less  than  200  beds.  He  went  on  to  comment  that 
maybe  part  of  the  reason  for  that  was  there  was  another  hospital 
very  close  by  and  it  would  not  be  that  much  of  an  inconvenience  in 
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ser^-ice  for  that  hospital  to  be  shutting  down.  Do  you  find  that  to  be 
the  case? 

Mr.  Gage.  I  think  in  the  few  instances  where  I  am  aware  of  a 
hospital  closing  down  in  an  urban  area  recently,  there  have  been  a 
yride  range  of  factors  and  the  circumstances  have  differed  substan- 
tially. I  think  the  biggest  problem  is  letting  the  marketplace  alone 
decide  which  hospital  is  going  to  close  and  which  one  is  going  to 
stay  open.  There  is  no  question  that  in  many  parts  of  the  country, 
we  do  not  need  as  many  hospitals  or  as  many  hospital  beds  as  we 
currently  have. 

The  nature  of  inpatient  care  is  changing  dramatically  right  now, 
with  hospital  inpatient  services  in  urban  areas  much  more  sharply 
focused  on  much  sicker  patients,  and  with  many  different  kinds  of 
treatment  facilities  and  outpatient  settings  being  provided  for 
other  patients. 

One  of  the  things  that  you  are  seeing  in  the  end  of  the  industry 
that  I  represent — Boston  City  Hospital  is  a  good  example  of  this — is 
a  downsizing  in  the  number  of  inpatient  beds.  Boston  City's  new 
proposed  capital  expenditure  plan,  I  think,  includes  a  downsizing  of 
at  least  100  beds  from  their  current  level,  if  not  more.  I  think  that 
those  are  all  very  positive  trends. 

As  to  whether  all  hospitals  that  close  do  so  for  the  right  reasons, 
I  would  think  that  is  clearly  not  the  case.  Philadelphia  General  is  a 
good  example  of  that,  and  the  fact  that  the  rest  of  the  industry  in 
Philadelphia  is  having  a  very  hard  time  coping  right  now  with  the 
level  of  increase  in  uncompensated  care  and  the  inadequate  reim- 
bursement of  the  Medicaid  program  and  the  increasing  number  of 
uninsured  Pennsylvania  patients. 

Mr.  Coyne.  Ms.  McCarthy,  you  mentioned  that  we  should  be  con- 
cerned about  the  81,  or  44  hospitals  or  whatever  it  might  have  been 
that  closed  last  year,  and  about  those  that  could  potentially  close 
soon.  Do  you  have  a  figure  that  you  would  like  to  cite  on  that? 

Ms.  McCarthy.  It  is  for  that  reason  that  we  were  emphasizing 
the  really  deep  margin  data.  When  we  do  have  one-third  of  all  hos- 
pitals losing  20  percent  on  Medicare  alone,  that  is  when  you  know 
the  results  you  are  going  to  see  are  going  to  look  very  like  what 
has  happened  in  Los  Angeles  where  we  have  had  a  closure  of  so 
many  of  our  trauma  hospitals;  what  is  happening  in  Chicago,  not 
only  with  trauma  closures  but  emergency  room  backups  that  are 
terrible — almost  as  bad  as  some  of  those  in  New  York  City. 

That  is  when  you  begin  to  see  the  neonatal  programs  stopped, 
and  the  costly  burn  care,  the  things  you  can  no  longer  afford  to 
offer  if  you  want  to  stay  as  a  facility  servicing  your  community. 
That  is  where  the  tough  decisions  get  made,  where  the  rubber  hits 
the  road.  Where  you  cannot  afford  to  hire  the  nurses  you  need; 
where  you  close  down  units  of  care  that  are  important  in  a  commu- 
nity, because  one  bed  is  not  the  same  as  another  hospital  bed. 

A  bed  in  an  intensive  care  unit  is  not  the  same  as  a  bed  out  on 
the  floor.  If  you  do  not  have  those  ICU  nurses  and  you  do  not  have 
the  money  to  pay  it,  you  shut  down  that  ICU  unit,  even  though 
there  is  another  bed  and  it  is  one  block  away,  or  4  blocks  away,  or 
14  blocks  away,  it  is  not  the  same  as  the  one  that  is  closed. 

That  is  the  kind  of  stress  the  system  is  under.  That  is  why  it  will 
continue.  It  is  going  to  continue  even  if  we  did  not  have  any  cut- 
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backs  from  the  current  services.  It  is  going  to  continue.  We  are  just 
saying,  if  you  cut  back  as  well,  there  will  be  some  truly,  truly  sig- 
nificant problems. 

Mr.  Coyne.  But  currently  you  cannot  be  precise  about  the 
number  of  hospitals? 

Ms.  McCarthy.  I  can  give  you  the  numbers  of  facilities  with 
those  kinds  of  losses  across  the  boards,  and  the  numbers  of  facili- 
ties with  those  kinds  of  losses  within  Medicare  itself.  I  cannot  tell 
you  specifically  which  services  would  go  first  because  that  is 
always  an  individual  hospital  decision,  and  depends  upon  the  loca- 
tion and  the  particular  strain  that  the  facility  is  under. 

Mr.  Coyne.  Thank  you. 

Mr.  Donnelly  [presiding].  Mr.  Gage,  I  was  pleased  that  you  men- 
tioned the  situation  at  BCH  because  you  use  it  as  an  example  in 
your  testimony.  It  is  a  very  old,  inefficient  physical  plant  that  adds 
tremendous  amounts  to  the  cost  of  operating  the  hospital.  Hopeful- 
ly, if  the  administration  in  Massachusetts  approves,  we  can  put  to- 
gether a  facility  that  makes  some  more  sense,  both  in  delivery  of 
services  and  in  cost  effectiveness. 

But  Mr,  Van  Hook,  let  me  just  ask  you  a  question.  Did  you  say 
in  your  testimony  that  you  are  asking  the  committee  to  exempt 
rural  hospitals  from  the  PPS  system? 

Mr.  Van  Hook.  No,  sir. 

Mr.  Donnelly.  Rural  hospitals  of  50  beds  or  less? 

Ms.  McCarthy.  The  American  Hospital  Association  is  suggesting 
that  that  be  an  option,  Mr.  Donnelly. 

Mr.  Van  Hook.  I  think  we  would  probably  support  that  too,  as 
an  option.  We  have  some  serious  concerns  about  how  that  would  be 
administered  too.  The  pie  is  not  going  to  change  size  and  might  not 
change  much  shape  under  that  option. 

So  philosophically,  prospective  pa3rment  makes  a  lot  of — has  a 
good  fit  with  rural  values.  Rural  guys  are  pretty  chintzy  adminis- 
trators. That  is  part  of  the  reason  why  they  are  getting  hurt  be- 
cause in  1981  they  were  running  little  small,  mom-and-pop  oper- 
ations and  relatively  efficiently.  They  did  not  think  that  they 
really  needed  to  load  up  their  cost  in  1989  so  that  they  could  take 
advantage  of  the  new  system. 

But  I  think  there  is  a  good  fit  with  prospective  payment.  They 
like  it.  They  would  like  it  as  an  option.  But  when  it  cripples  them 
and  when  it  does  not  pay  adequately,  it  gets  close  to  cost,  then  they 
have  got  to  look  for  something  else.  I  think,  given  the  fact  that  we 
have  been  talking  today  about  access  critical  and  remove  access  fa- 
cilities, that  may  be  a  way  to  do  it.  Maybe  we  ought  to  have  some 
sort  of  access  adjustment  that  would  give  an  adjustment  for  those 
access-critical  hospitals  under  PPS. 

Mr.  Donnelly.  What  I  am  asking  is,  you  would  be  satisfied  if  we 
kept  the  urban-rural  differential  and  exempted  out  from  PPS  rural 
hospitals  with  50  beds  or  less? 

Mr.  Van  Hook.  Our  option  is  to  deal  with  the  urban-rural  differ- 
ential, is  what  our  recommendation  is. 

Mr.  Donnelly.  Also. 

Mr.  Van  Hook.  Yes.  First  and  foremost.  Then,  if  there  are  other 
hospitals  that  need  to  be  opted  out,  then  we  opt  out.  I  am  sure  the 
under-25  bed  hospitals  have  almost  no  business  in  PPS. 
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Mr.  Donnelly,  Dr.  McCarthy,  are  only  rural  hospitals  under  50 
beds  the  only  members  of  your  organization  that  want  to  opt  out  of 
PPS? 

Ms.  McCarthy.  I  am  sure  a  large  number  of  them  might  want 
to,  particularly  in  view  of  the  margin  data.  Let  me  step  back  a  bit 
and  say,  in  the  long  term,  certainly  the  American  Hospital  Associa- 
tion believes  you  should  not  pay  a  hospital  based  on  where  it  is  lo- 
cated. That  is  not  a  good  enough  reason  for  making  a  difference  in 
the  price  you  pay.  So,  we  do  favor  the  elimination  of  the  differen- 
tial. 

We  are  saying,  at  the  time  that  you  eliminate  it  and  move  to  do 
it,  we  have  to  do  two  other  things.  We  must  recognize  the  severity 
of  illness  of  the  patients  that  are  treated.  In  addition,  we  have  got 
to  find  a  way  to  recognize  legitimate  differences  in  resource  price 
inputs  over  which  facilities  do  not  have  any  control.  However  we 
draw  the  market,  we  have  got  to  recognize  those  or  we  are  con- 
stantly asking  our  people  to  accept  a  payment  that  will  never  be 
adequate. 

For  the  opt-out,  the  small,  rural  facilities  are  faced  with  living 
under  an  averaging  system.  As  we  have  heard  so  frequently  this 
morning,  if  you  do  not  have  that  type  of  volume,  you  really  cannot 
afford  to  take  the  averages  as  they  come. 

In  addition,  however,  the  AHA  would  suggest  that  we  give  some 
look  to  criteria  that  might,  in  fact,  also  apply  to  an  inner-city  facili- 
ty or  some  other  facility  that  would  be  the  sole  community  provid- 
er in  an  area.  There  again,  too,  if  it  is  an  important  facility  to  have 
for  access,  then  you  may  also  want  to  extend  to  them  the  opportu- 
nity to  opt  out  of  this  particular  system. 

Mr.  Donnelly.  I  have  one  final  question.  I  think  you  are  aware. 
Dr.  McCarthy,  that  I  have  filed  legislation  that  would  deny  to  hos- 
pitals that  refuse  to  accept  for  care  or  treatment  Medicaid  patients, 
certain  benefits  under  the  Medicare  program  and  certain  benefits 
under  the  Tax  Code;  that  is,  the  use  of  tax-free  bonds.  Has  the 
AHA  taken  a  position  on  that  legislation,  pro  or  con? 

Ms.  McCarthy.  Hospitals — I  am  sorry,  Mr.  Donnelly — that  fail 
to? 

Mr.  Donnelly.  To  accept  for  treatment  Medicaid  patients. 

Ms.  McCarthy.  Our  hospitals  are  Medicaid  participants. 

Mr.  Donnelly.  There  are  hospitals  in  this  country  that  have  not 
accepted  and  do  not  accept  Medicaid  patients.  I  have  filed  legisla- 
tion that  would  prohibit  those  hospitals  that  refuse  to  accept  Med- 
icaid patients — the  poorest  of  the  poor  in  America — from  taking  ad- 
vantage of  certain  benefits  under  the  Medicare  program  and  under 
the  tax  law;  that  is,  the  use  of  tax-free  bonds. 

If  you  have  not  had  an  opportunity  to  look  at  the  legislation,  I 
would  like  you  and  your  organization  to  look  at  it  and  forward  to 
me  some  statement  of  support  or  opposition  or  comment  on  the  leg- 
islation. 

Ms.  McCarthy.  We  will  do  that.  As  you  know,  even  in  the  short- 
er than  I  had  hoped  time  I  spent  in  Massachusetts,  it  was  so  obvi- 
ous we  had  some  significant  problems,  particularly  with  obstetrics 
and  taking  care  of  Medicaid  patients.  But  one  of  the  things  that  I 
would  just  ask  you  to  consider  as  you  look  at  this  is  not  whether  or 
not  we  should  require  every  facility,  every  physician,  every  provid- 
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er  to  give  the  service  if  the  price  gets  too  low  that  they  cannot  even 
afford  to  do  it.  Of  course,  that  is  exactly  what  was  happening  with 
our  physicians  in  the  Medicaid  program  in  Massachusetts. 

So  we  have  to  get  the  payment  somewhere  up  there  before  we 
mandate  that  people  give  it  away,  or  I  do  not  think  we  are  address- 
ing the  problem  at  its  roots.  But  I  would  be  very,  very  pleased  to 
take  a  look  at  the  legislation. 

Mr.  Donnelly.  What  I  would  hope,  from  my  perspective,  is  that 
every  individual  and  every  professional  in  the  health  care  field 
would  deliver  service  and  treatment  to  any  individual  in  the 
United  States  irrespective  of  their  ability  to  pay.  I  think  that  ought 
to  be  a  basic  premise  on  which  the  profession  looks  at  its  role.  But 
maybe  we  come  from  different  points. 

Ms.  McCarthy.  I  certainly  do  not  think  that  we  come  from  

Mr.  Donnelly.  I  do  not  ignore  the  Government  or  the  private  in- 
surer's responsibility  to  provide  funds  necessary  to  adequately  com- 
pensate those  that  provide  that  care.  But  overriding  the  financial 
issue,  I  think,  is  the  moral  issue.  Let  me  leave  it  at  that. 

Ms.  McCarthy.  I  would  just  go  even  farther  and  say,  certainly  if 
the  issue  is  emergency  services,  I  do  not  think  that  even  if  there  is 
a  financial  issue  

Mr.  Donnelly.  There  ought  not  to  be. 

Ms.  McCarthy  [continuing].  There  is  never  a  time  that  should  be 
an  issue.  If  we  are  talking  about  services  in  general,  I  only  share 
with  you  the  concern  that  does  exist  in  certain  areas  of  the  country 
that  if  you  had  to  give  all  that  anybody  said  they  ever  needed  and 
it  did  not  matter  how  fairly  the  costs  were  recognized,  that  the  fa- 
cilities fear  they  are  not  going  to  be  there  to  give  anything  to  any- 
body. 

Mr.  Donnelly.  Carol,  I  do  not  want  to  get  in  a  debate  with  you. 
But  all  my  legislative  initiative  says — and  I  know  your  people  have 
seen  it  and  I  hope  you  will  take  a  look  at  it — if  these  institutions 
are  going  to  receive  a  subsidy  from  the  taxpayer  through  the  use  of 
tax-free  bonds  for  their  renovation  or  expansion,  that  as  collateral 
to  receiving  that  subsidy  they  ought  to  treat  people  in  this  country 
who  are  Medicaid-eligible — the  poorest  of  the  poor. 

Now  granted,  from  their  perspective,  they  might  not  be  receiving 
the  reimbursement  that  they  think  that  they  are  financially  due. 
However,  they  ask  no  questions  of  the  cost  when  they  applied  for 
the  tax-free  bond  to  build  the  institution.  So  please  look  at  it. 

Ms.  McCarthy.  I  will,  indeed. 

[The  following  was  subsequently  received:] 
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American  Hospital  Asioclaticn 


Capitol  Place,  Boilding  ^3 
50  F  StrceuN.W. 
Suite  1  |i>3 

Washinaion.  D  C.  20001 
Telephone  202.633-1 100 
Cable  Address:  Aniertiosp 


March  20,  1939 


Honorable  Brian  Donnelly 
U.S.  House  of  Representatives 
Washington,  D.C.  20515 


Dear  Representative  Donnelly 

At  the  March  1  hearing  before  the  House  Ways  and  Means  health 
subcorrimittee,  you  asked  for  the  American  Hospital  Association's 
(AHA)  position  on  H.R.   157,  the  Health  Care  Providers  Responsibility 
to  the  Community  Act.     Care  for  the  medically  indigent  is  a  high 
priority  issue  for  the  AHA  and  its  members,   and  therefore  I  would 
like  to  take  this  opportunity  to  expand  my  response  to  this 
question. 

H.R.   157  would  require  hospitals  and  nursing  homes  to  have  a 
provider  agreement  with  the  state  Medicaid  agency  as  a  condition  for 
access  to  tax-exempt  financing  and  receipt  of  certain  Medicare 
funds.     Unless  a  hospital  established  such  an  agreement,  it  would 
face  the  following  consequences: 

(1)  Hospitals  Taxed  as  an  Unrelated  Business.     A  not-for-profit 
hospital  seeking  to  issue,  or  at  any  time  use  proceeds 
from,  a  tax-exempt  bond  for  inpatient  services  would  be 
considered  to  be  engaging  in  "unrelated  business"  activity 
as  specified  under  the  Internal  Revenue  Service  Code. 
Accordingly,   income  generated  by  the  hospital  for  inpatient 
services  during  any  year  in  which  a  Medicaid  provider 
agreem.ent  is  not  in  effect  would  be  subject  to  the 
unrelated  business  income  tax.     In  addition,  interest 
expenses  associated  with  servicing  the  tax-exempt  bond  debt 
would  not  be  considered  deductible  expenses  for  calculating 
unrelated  taxable  income. 

(2)  Denial  of  Payment  for  Medical  Education  and  Capital  Costs. 
Failing  to  establish  a  Medicaid  provider  agreement  would 
result  in  the  denial  of  Medicare  reimbursement  for  direct 
and  indirect  medical  education  costs  and  inpatient 
capital-related  costs.     There  is  no  indication  in  the  bill 
of  the  time  period  for  which  hospitals  could  be  denied 
these  payments . 
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The  problem  of  care  for  the  medically  indigent  clearly  has  reached 
crisis  proportions,  calling  for  strong  and  serious  steps.  AHA 
shares  your  concerns  on  this  issue,  and  therefore  strongly  supports 
the  goals  of  H.R.   157.     We  are  prepared  to  support  passage  of  this 
legislation  if  our  concerns,  outlined  below,  about  specific 
provisions  of  the  bill  are  addressed. 

First,  your  bill  should  be  considered  in  conjunction  with 
Representative  Stark's  legislation,  H.R.   751,  to  assure  equitable 
payment  for  hospital  services  by  the  Medicaid  program.     His  bill 
would  mandate  that  states  pay  no  less  than  ninety  percent  of  what 
Medicare  would  have  paid  for  similar  cases. 

Medical  indigence  is  a  complex  and  difficult  problem,   and  solving  it 
will  require  addressing  the  underlying  reasons  for  access  problems: 
inadequate  private  and  public  insurance  coverage,  rising  poverty 
levels,   inadequate  reimbursement  rates  in  public  programs,  and 
fiscal  constraints  of  federal  and  state  governments.     Care  for  the 
poor  is  an  integral  part  of  the  hospital  mission,  and  our  members 
have  responded  to  recent  declines  in  health  insurance  by  providing 
greater  and  greater  amounts  of  uncompensated  care  each  year,  even  in 
the  face  of  changes  in  public  and  private  payer  practices  which  make 
the  financing  of  such  care  more  and  more  difficult. 

In  1987,  hospitals  provided  uncompensated  care  costing  $8.8  billion, 
or  5.8  percent  of  total  costs,  up  from  $3.5  billion,  or  4 . 6  percent 
of  total  costs  in  1980.     In  addition,  hospitals  in  most  states  have 
also  been  subsidizing  care  to  Medicaid  patients,   in  the  face  of 
continuing  declines  in  reimbursement  rates  relative  to  cost.  The 
Stark  legislation  will  take  a  step  toward  reversing  this  trend  and 
ensuring  equitable  payment  for  hospital  services.     To  mandate  that 
hospitals  provide  Medicaid  services  without  addressing  the  payment 
issue  ignores  the  root  problem. 

Second,  we  also  have  some  concerns  that  H.R.  157  as  written  could 
have  some  unintended  consequences.     In  particular,  we  would  suggest 
that  additional  attention  and  consideration  be  given  to  several 
issues : 

( 1 )     Compatibility  with  Current  Law  on  Unrelated  Business .  The 
existing  statute  (Section  150  (b)  of  the  Internal  Revenue 
Code)  pertaining  to  unrelated  business  activity  by 
tax-exempt  organizations  contains  its  own  legal  tests  and 
criteria  (e.g.,  relatedness  of  activity  to  hospital's 
exempt  purpose,  the  relative  significance  of  the  activity 
to  entire  operation  of  the  hospital)  that  apparently  would 
be  subsumed  by  the  provisions  of  this  bill.  Not-for-profit 
hospitals  are  tax-exempt  because  they  meet  the  federal 
standard  for  tax-exemption,  which  has  as  its  basis  the 
provision  of  care  and  other  benefits  to  the  entire 
community,  not  just  a  single  class  of  patients.     Under  the 
statute,   income  from  trade  or  business  uses  of  facilities 
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that  are  inconsistent  with  the  non-profit  organization's 
exempt  purposes  can  be  taxed.     It  is  unreasonable  to  define 
non-participation  in  Medicaid  as  so  inconsistent  with  a 
hospital's  basic  purposes  that  the  fair  rental  value  of  the 
entire  facility  should  be  treated  as  unrelated  business 
income . 

(2)  Retroactive  Application  of  Provisions.     Although  the  bill 
would  authorize  the  application  of  sanctions  to  future 
hospital  activity  alone,  hospital  experience  with  the 
Hill-Burton  program  raises  a  concern  that  there  could  be 
subsequent  attempts  to  apply  these  provisions 
retroactively,  or  to  retroactively  expand  the  nature  of  the 
obligation  attached  to  tax-exempt  financing.     For  this 
reason,   if  the  bill  were  to  move  forward  we  would  urge  the 
inclusion  of  language  to  protect  against  such  an 
application. 

(3)  Exemptions .     There  are  a  few  hospitals  for  whom 
establishment  of  a  Medicaid  provider  agreement  would  make 
no  sense.     Because  the  federal  Medicaid  program  does  not 
reimburse  for  psychiatric  care  to  patients  between  the  ages 
of  22  and  64,   for  example,   a  psychiatric  hospital  primarily 
serving  adults  may  anticipate  no  Medicaid  patients  and 
therefore  may  not  need  a  Medicaid  provider  agreement.  The 
bill  should  include  some  provision  for  these  few  cases. 

(4)  Procedural  Protections.     Termination  of  a  provider 
agreement  could  occur  for  reasons  beyond  the  control  of  the 
hospital,  yet  H.R.   157  would  automatically  impose  sanctions 
on  the  hospital  regardless  of  who  terminates  the  agreement 
and  for  what  reasons.     If  the  bill  goes  forward,  we  suggest 
that  it  be  modified  to  apply  only  to  those  cases  in  which 
the  provider  terminates  the  agreement.     Moreover,  AHA 
believes  that  any  bill  which  entails  sanctions  on  hospitals 
must  have  an  appeal  process.     No  sanction  should  be  applied 
until  a  final  decision  is  made  on  the  propriety  of  the 
termination  through  an  appropriate  appeal  process. 

Given  the  current  omnipresence  of  Medicaid  provider  agreements,  the 
bill  in  its  present  form  would  not  have  a  significant  impact  on  most 
of  our  members.     Hospitals  already  have  strong  economic  reasons  tc 
have  Medicaid  provider  agreements.     Without  a  provider  agreement, 
hospitals  are  not  able  to  receive  reimbursement  for  any  Medicaid 
patients,   including  patients  treated  on  an  emergency  basis.  For 
this  reason,  virtually  all  hospitals  already  have  provider 
agreements  in  place. 

Direct  data  on  hospital  provider  agreements  are  unavailable,  but  the 
omnipresence  of  such  agreements  can  be  inferred  from  AHA's  annual 
survey  data.     On  the  1987  AHA  Annual  Survey,   for  example,   all  but  34 
of  the  3,737  community  hospitals  providing  admissions  or  revenue 
data  reported  some  Medicaid  admissions  or  revenue  (and  therefore,  of 
necessity,  the  presence  of  a  provider  agreement). 
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Even  with  the  remaining  34,  the  lack  of  reported  Medicaid  revenues 
may  be  a  function  of  geography,  state  contracting  mechanisms,  or 
hospital  specialty  rather  than  an  indication  that  no  provider 
agreement  is  in  place.     A  provider  agreement  simply  sets  some  of  the 
conditions  for  serving  and  being  reimbursed  for  Medicaid  patients, 
regardless  of  the  volume  of  such  care  in  any  particular  year.  In 
states  with  selective  contracting,  for  example,  hospitals  without 
winning  bids  may  see  few  or  no  Medicaid  patients  but  will  still  have 
a  provider  agreement . 

Moreover,  there  already  are  in  place  much  stronger  laws  and 
regulations  requiring  hospital  participation  in  Medicaid.  Over 
two-thirds  of  the  nation's  not-for-profit  hospitals,  for  example, 
are  already  required  to  provide  care  to  Medicaid  patients  as  part  of 
their  community  service  obligation  under  the  Hill-Burton  program. 

However,   in  introducing  the  bill,  you  stated  for  the  record  that  you 
intended  to  amend  the  current  bill  so  that  sanctions  can  be  applied 
to  a  wide  range  of  problems,   including  hospital  "discouragement"  of 
Medicaid  patients  and  the  uninsured,  patient  "dumping,  and 
"premature  discharge"  of  Medicaid  patients.     These  are  all  issues  of 
concern  to  AHA  as  well  as  other  groups,  but  we  do  not  believe  that 
conditions  and  sanctions  outlined  in  H.R.   157  would  be  an 
appropriate  vehicle  for  solving  these  broader  social  and  financial 
problems.     To  do  so  would  entail  violating  the  current  very 
straightforward  purpose  and  function  of  provider  agreements. 

Instead,   it  would  convert  them  into  open-ended  contracts,   in  which 
hospitals  would  have  to  assume  undefined  responsibility  for  a 
complex  and  massive  social  problem  as  a  condition  for  qualifying  for 
tax-exempt  financing  and  certain  Medicare  payments.     Such  a  scenario 
would  be  particularly  troublesome  in  light  of  the  fact  that  Medicaid 
reimbursement  rates  in  many  states  already  are  below  levels  adequate 
to  assure  access  and  meet  the  costs  of  efficiently  and  economically 
operated  facilities.     For  this  reason,  our  concerns  about  the  bill 
would  multiply  if  it  were  amended  along  the  lines  suggested  in  your 
remarks . 

In  summary,  while  we  support  and  strongly  concur  with  the  intent  of 
H.R.   157,  we  have  concerns  about  specific  provisions  of  the  bill 
that  should  be  addressed  before  we  can  support  enactment  of  the 
bill.     Further,  enactment  of  the  bill  should  be  contingent  upon 
enactment  of  H.R.   751,  or  similar  legislation  to  ensure  adequate 
payment  by  Medicaid  for  hospital  services.     We  appreciate  the 
opportunity  to  comment  on  this  proposed  legislation,  and  would 
welcome  the  opportunity  to  work  with  you  further  on  fashioning  a 
comprehensive  solution  to  the  crisis  of  care  for  the  indigent.  If 
you  have  any  additonal  questions  or  would  like  to  discuss  our 
comments  further,  please  feel  free  to  contact  us. 


Sincerely 


McCarthy,  Ph.D.,  J.D. 


President 


♦ 
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Mr.  Donnelly.  Certain  members  of  this  committee  feel  very 
strongly  about  that  on  grounds  of  principle. 
Mr.  Moody. 

Mr.  Moody.  Thank  you.  Ms.  McCarthy,  I  was  at  another  hearing 
so  I  did  not  hear  your  initial  testimony  nor  that  of  Berman  and 
Dobson.  But  I  have  been  reading  it  while  I  have  been  sitting  up 
here.  I  am  particularly  intrigued  by  the  testimony  by  Mr.  Berman 
and  Mr.  Dobson,  which  I  assume  you  heard,  that  points  out  this  in- 
herent problem  with  DRG's  in  that  hospital-service  marketplaces 
are  very  location  specific.  There  is  not  one  national  market,  but 
they  are  very  much  local  markets.  The  DRG's  do  not  come  any- 
where near  to  recognizing  that  phenomena. 

Would  you  agree  with  their  analysis? 

Ms.  McCarthy.  I  think  the  data  show  that  as  we  moved  into  that 
national  rate  and  as  it  affects  all  facilities,  that  you  begin  to  see 
huge  differences  in  margins  across  hospitals  of  all  types,  sizes  and 
locations,  and  that  it  suggests  that  a  national  rate  does  not  take 
into  account  some  very  important  cost  differences  that  individual 
facilities  experience. 

It  is  one  of  the  reasons  when  we  first  discussed  the  prospective 
payment  program  that  the  AHA  was  talking  about  a  blended  rate: 
Only  going  to  that  national  rate  on  particular  diagnoses  where,  in 
fact,  costs  tended  to  converge  across  the  United  States,  and  staying 
much  more  institution — specific  on  diagnoses  that  varied  so  widely. 
But  at  that  time  that  was  considered  too  complicated. 

Mr.  Moody.  I  understand  your  point  there.  But  I  want  to  just  pin 
you  down  on  one  issue;  a  more  narrowly  focused  question.  Would 
you  agree  with  the  Berman  and  Dobson  analysis  that  these  are 
very  much  local  markets?  The  health  care  market  is  very  much 
local.  That  a  national  system  is  inevitably  going  to  miss  the  mark. 

Ms.  McCarthy.  I  think  that  largely  labor  expenses  tend  to  be  in 
a  local  market.  We  have  had  great  difficulty  finding  how  you  draw 
or  redraw  the  line,  Mr.  Moody.  But  we  know  that  they  do,  in  fact, 
vary  from  one  local  market  to  another. 

On  the  other  hand,  in  certain  instances,  for  example,  nursing,  we 
have  had  occasions  when  a  hospital  in — you  could  almost  say  there 
is  a  national  rate,  where  a  hospital  in  Connecticut  recruits  a  nurse 
from  Middle  America  or  the  Far  West. 

If  it  is  a  nonprofessional  we  are  talking  about,  the  secretarial 
support  staff,  that  is  a  very  local  market.  If  we  are  talking  about 
the  professional  nurse,  it  is  much  broader  than  that  very  local 
market.  Where  it  is  and  how  you  draw  the  line,  as  I  say,  is  very 
difficult. 

Mr.  Moody.  I  guess  I  am  having  a  hard  time  getting  my  point 
across. 

Ms.  McCarthy.  I  am  sorry. 

Mr.  Moody.  You  are  answering  a  different  question  than  the  one 
I  am  asking.  Of  course,  there  are  national  uniformities.  If  you  are 
buying  something  in  a  national  market,  we  know  that  the  price 
will  be  roughly  the  same  wherever  you  are.  The  thrust  of  the 
Berman-Dobson  analysis  is  that  there  are  some  important  elements 
that  are  not  nationally  purchased  but  are  locally  purchased,  and 
that  it  is  the  cost  of  the  niarginal  supplier  in  a  given  locality  which 
is  the  market  clearing  price. 
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You  do  not  quarrel  with  the  Dobson-Berman  analysis,  I  assume, 
but  you  were  going  off  in  a  different  direction.  I  just  want  to  ask 
you  if  you  agree  with  your  analysis. 

Ms.  McCarthy.  I  do  agree  that  for  the  most  part  there  is  more  of 
a  local  rather  than  a  national  market,  yes. 

Mr.  Moody.  Fine.  Now  my  question  is  this,  having  laid  that  pred- 
icate. What  would  you  think  of  a  system,  instead  of  a  DRG  system, 
where  HCFA  went  to  a  community  and  said  to  each  hospital,  what 
is  your  best  price  for  procedure.  A,  B,  C,  D  et  cetera?  How  much  is 
an  appendectomy?  How  much  is  this,  how  much  is  that?  And  each 
hospital  came  in  with  their  bid. 

Say  one  hospital  will  do  appendicitis  for  $800,  another  does  it  for 
$899,  another  does  it  for  $903.  HCFA  then  picks  the  $800  number 
of  that  hospital.  They  say,  ''We  will  pay  any  hospital  in  Cincinnati 
or  Milwaukee  or  Boston,  that  amount  for  an  appendectomy  because 
there  is  at  least  one  hospital  in  the  area  that  will  do  it  for  that 
price." 

What  would  you  think  of  that  proposal? 

Ms.  McCarthy.  I  think  I  would  at  least  have  a  little  bit  of  con- 
cern for  the  Medicare  beneficiary.  You  do  not  know,  for  example, 
that  the  beneficiary  is  going  to  have  sufficient  access.  If  you  take  a 
price  at  $800  and  there  is  not  sufficient  capacity  to  meet  the  benefi- 
ciaries needs  for  that  DRG  treatment  in  that  area. 

Other  facilities,  while  you  might  given  them  that  challenge, 
might  truly  be  unable  to  provide  that  service  at  that  price,  and 
therefore,  cannot  enter  the  market  to  serve  the  Medicare  benefici- 
ary. 

Mr.  Moody.  Let  me  just  interrupt  to  say  that,  what  hospitals 
offer  to  do  it  at  may  not  be,  in  fact,  the  price  they  could  all  do  it  at 
because  we  know  that  bids  do  not  necessarily  go  down  to  rock 
bottom.  But  in  fact,  an  institution  in  that  community  facing  those 
local  costs  and  the  same  national  costs  as  the  hospital  a  block  away 
or  a  mile  away,  would  be  presumed  to  be  in  is  the  same  kind  of 
market  using  the  Berman-Dobson  analysis  and  therefore  in  a  posi- 
tion to  offer  an  appendictomy  for  approximately  the  same  amount 
of  money. 

Ms.  McCarthy.  I  have  not  heard  Mr.  Berman's  analysis  before 
today.  I  can  only  say  that  it  seemed  when  he  was  testifying  that  he 
made  a  basic  assumption.  That  was  that  one  hospital  is  exactly  like 
another  is  exactly  like  another.  Therefore,  if  I  have  7  or  9  or  12 
hospitals  in  an  area,  if  I  hit  the  7th,  I  have  hit  the  hospital  at  the 
margin. 

The  difficulty  with  that  is  not  all  hospitals  offer  the  same  serv- 
ices, they  do  not  necessarily  equate  with  one  another,  and  you  can 
raise  some  very  significant  access  problems — if  you  just  count  up 
the  numbers  and  pick  the  hospital  at  the  margin  and  say,  that  is 
all  we  want  to  reimburse  for  the  care  of  Medicare  patients — access 
problems  for  the  beneficiary. 

Mr.  Moody.  He  does  not  assume  that  hospitals  are  all  the  same. 

Ms.  McCarthy.  I  have  not  had  an  opportunity  to  study  his  sug- 
gestion. 

Mr.  Moody.  I  would  appreciate  having  any  comments  from  your 
association  on  this  proposal  that  I  just  asked  you  about. 
Ms.  McCarthy.  I  would  be  pleased  to  submit  them. 
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Mr.  Moody.  Thank  you. 

Mr.  Donnelly.  Ladies  and  gentlemen,  thank  you.  Carol,  you  can 
forward  to  us  the  information  on  the  closed  hospitals? 
Ms.  McCarthy.  I  ^^dll  do  that. 
Mr.  Donnelly.  Names,  date,  place  and  type? 
Ms.  McCarthy.  I  will  do  my  100  percent  very  best. 
Mr.  Donnelly.  Thank  you. 
[The  information  of  Ms.  McCarthy  follows:] 
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American  Hoapltal  Atsoclatton 


Capitol  Place.  Building  #3 
50  F  Street,  N  W 
Suite  1100 

Washington,  D  C.  20001 
Telephone  202.638-1  100 
Cable  Address:  Amerhosp 


April   14,  1989 


The  Honorable  Jim  Moody 
U.S.  House  of  Representatives 
1019  Longworth  Building 
Washington,  DC  20515 

Dear  Representative  Moody 

During  hearings  before  the  House  Ways  and  Means  Committee's 
Subcommittee  on  Health  on  March  1  regarding  Medicare  hospital 
payment  budget  issues  for  Fiscal  Year  1990,  you  raised  the 
subject  of  Medicare  contracting  for  care  with  providers  on  the 
basis  of  competitive  bidding  procedures,  but  time  did  not 
permit  me  to  respond  fully  to  your  question.     We  have  given  the 
matter  further  consideration  and  would  like  to  share  with  you 
some  of  the  American  Hospital  Association's  thoughts  and 
concerns  about  competitive  bidding  and  selective  contracting. 
We  believe  that  such  proposals  should  not  be  adopted  at  the 
present  time  because  of  the  concerns  identified  below. 

First,  the  government  and  the  hospital  community  are  still 
trying  to  adjust  to  the  prospective  payment  system  (PPS),  the 
most  dramatic  change  in  Medicare  payment  policy  since  the 
enactment  of  the  program  in  1965.     We  have  yet  to  fully 
assimilate  and  evaluate  that  new  system,  much  less  perfect  it. 
Stability  and  predictability  would  be  at  great  risk  if  we  again 
engage  in  a  massive  change  and  try  to  graft  a  new  competitive 
bidding  system  on  top  of  PPS.     Such  an  effort  would  create 
significant  further  redistributional  effects,  disrupting 
planning  and  posing  significant  financial  risks  to  very 
vulnerable  institutions.     At  a  time  when  there  is  a  pressing 
need  to  take  action  on  several  critical  reform  proposals  to 
make  PPS  more  adequate  and  fair,  the  AHA  would  be  deeply 
concerned  about  the  potential  for  distraction  that  a  dramatic 
new  change  in  payment  methodology  would  pose. 

Second,  the  purpose — achieving  savings  in  payments  to  hospitals 
under  Medicare — has  already  been  accomplished.  The  primary 
objective  of  moving  to  a  competitive  bidding  system  appears  to 
be  program  savings.     If  this  is  the  case,  then  we  would  argue 
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that  there  is  already  in  place  in  PPS  a  cost-containment 
mechanism  that  has  reduced  substantially  the  rate  of  growth  in 
hospital  payments  under  Medicare.  Thus,  competitive  bidding 
would  appear  to  solve  a  spending  problem  which  has  already  been 
addressed — so  much  so  that  we  now  estimate  that  two-thirds  of 
our  hospitals  will  lose  money  treating  Medicare  patients  next 
year  . 

Third,  beyond  cost  containment  objectives,  we  do  not  readily 
see  that  competitive  bidding  for  Medicare  services  would 
improve  the  access  or  quality  of  services  for 
beneficiaries — objectives  that  we  believe  are  equally 
important.     We  assume  that  a  competitive  bidding  process  would 
reduce  the  current  number  of  Medicare  providers  resulting  in 
some  adverse  impact  on  beneficiary  access.     Yet,  absent  quality 
of  care  criteria,  the  process  would  provide  no  assurances  that 
an  appropriate  basis  had  been  used  for  provider  selection, 

Fourth,  beneficiaries  can  already  voluntarily  choose  selective 
systems.     A  degree  of  selective  contracting  is  already 
available  on  a  risk  basis  for  Medicare  oenef iciar ies  through 
the  provisions  of  the  Tax  Equity  and  Fiscal  Responsibility  Act 
of  1982  (TEFRA)  which  authorizes  Medicare  use  of  health 
maintenance  organizations  and  competitive  medical  plans.  Those 
plans  selectively  contract  for  services  for  their  enrollees 
from  specific  hospitals  and  providers,  and  offer  their  services 
to  beneficiaries  as  an  alternative  to  the  traditional  Medicare 
package.     Beneficiaries  who  choose  to  receive  services  through 
such  arrangements — and  about  one  million  have  enrolled  in  TEFRA 
plans — can  do  so  today,  on  a  voluntary  basis.     To  the  extent 
that  those  models  prove  useful  to  beneficiaries  over  time, 
enrollment  can  be  expected  to  grow.     However,   it  would  not 
appear  to  be  appropriate  to  force  millions  of  additional 
beneficiaries  into  selective  provider  models. 

Fifth,  numerous  definitional  questions  remain  that  raise 
important  policy  choices.     For  example,  how  would  the  bidding 
process  be  designed?    One  option  would  be  a  negotiation  process 
between  individual  providers  and  Medicare  contractors. 
Alternatively,  Medicare  could  issue  requests-f or-proposals 
(RFPs)  and  ask  interested  providers  to  respond.     A  key  policy 
question  is  whether  all  providers  would  be  allowed  to 
participate  at  a  negotiated  rate  or  only  designated  ones. 
Lastly,  how  would  physicians  without  privileges  at  a 
contracting  hospital  gain  access  for  their  patients? 

There  are  other  issues  as  well  concerning  the  scope  of  services 
subject  to  negotiation.     Would  the  unit  of  payment  be 
diagnosis-related  groups  (DRGs)  or  would  services  be 
re-packaged  to  include  pre-admission  and  post-acute  services 
and  professional  fees?     If  only  selected  services  are  to  be 
subject  to  bids,  how  would  rhey  be  identified  and  by  whom.?  To 
the  extent  that  the  negotiation  concentrated  on  services  that 
typically  provide  positive  operating  margins,  it  would 
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exacerbate  the  problems  hospitals  face  in  financing  services 
that  are  unprofitable  such  as  burn  centers,  trauma  services, 
and  the  like.     Such  cross-subsidies  are  already  constrained 
with  the  growing  prospect  that  some  communities  will  lose 
access  to  these  vital  services. 

Other  areas  of  concern  relate  to  beneficiary  choice  and  related 
financial  responsibility.     Could  beneficiaries  elect  services 
from  providers  without  contracts,  and  if  so,  would  such  freedom 
be  accompanied  by  increased  financial  liability?    We  believe 
these  issues  pose  serious  problems  for  the  design  of  a 
competitive  bidding  plan. 

Indeed,  the  experience  of  selective  contracting  under  Medicaid 
is  mixed  and  itself  gives  rise  to  concern.  Two 
states — Illinois  and  California — have  engaged  in  statewide 
selective  contracting  for  hospital  services  through  Medicaid 
waivers.     In  both  cases,  the  states  claim  significant  annual 
savings  for  inpatient  hospital  care  under  Medicaid 
beneficiaries.     However  ,'■  the  data  show  that  these  states  pay 
hospitals  about  two-thirds  of  the  costs  of  providing  care  to 
Medicaid  patients.     Thus,  the  savings  associated  with  the 
program  simply  derive  from  one  more  approach  to  paying  less 
than  costs. 

For  example,  California's  Medical  Assistance  Commission's  Five 
Year  Anniversary  Annual  Report  documents  savings  of  more  than 
$1  billion  over  five  years,  but  goes  on  to  note  that  "the 
savings  achieved  in  the  state  budget  have  had  a  very  direct 
effect  on  hospital  financial  positions."     Perhaps  most 
im.portant  in  the  California  and  Illinois  experience  has  been 
the  impact  of  concentrating  Medicaid  patients  in  institutions 
that  are  underfinanced  and  heavily  dependent  on  inadequate 
Medicaid  rates.     These  are  often  the  very  institutions,  many  of 
them  publicly  sponsored,  that  have  a  strong  commitment  to 
serving  the  poor  and  those  patient?  without  any  health 
insurance  coverage. 

Nor  has  the  negotiating  and  bidding  process  in  these  states 
produced  the  give  and  take  that  negotiations  must  entail  in 
order  to  sustain  the  process  over  the  long-term.     Instead,  the 
state  maintains  the  advantage  at  a  negotiating  table  which  is 
far  from  level,  and  we  see  little  opportunity  for  more  open 
negotiations  for  Medicare  given  a  deficit-driven  federal 
government.     Finally,  selective  contracting  has  generally  been 
limited  to  urban  areas  because  of  the  unique  problems  of  rural 
areas.     Thus,  it  does  not  solve — and  if  applied  may  even 
exacerbate — the  pressing  rural  health  care  problems  confronting 
us . 

It  is  vitally  important  to  recognize  that  competitive  bidding 
and  selective  contracting  under  Medicare  would  produce  far  more 
dramatic  distributional  consequences  than  under  Medicaid. 
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Medicare  accounts  for,  on  average,  about  27  percent  of  total 
spending  for  hospital  care — three  times  the  volume  of  services 
financed  under  Medicaid.     Thus,   selecting  only  certain 
hospitals  for  Medicare  contracting  is  likely  to  result  in  large 
volume  shifts,  and  raises  the  specter  of  Medicare  beneficiaries 
being  concentrated  in  certain  hospitals,  with  younger  patients 
cared  for  in  others.     We  do  not  find  that  to  be  an  appropriate 
outcome . 

In  view  of  these  problems,  competitive  bidding  or  selective 
contracting  for  hospitals  services  under  Medicare  does  not  now 
appear  to  be  a  viable  option.     We  would,  of  course,  be  pleased 
to  review  this  information  with  you  in  more  detail,   and  to 
answer  any  questions  you  may. 

Sincerely, 


J.D. 


President 
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Mr.  Donnelly.  The  hearing  is  adjourned. 

[Whereupon,  at  2:24  p.m.,  the  subcommittee  hearing  was  con- 
cluded.] 

[Submissions  for  the  record  follow:] 
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STATEMENT  OF  THE  AmHS   INSTITUTE,    JAMES  L.    SCOTT,  PRESIDENT 


Mr.  Chairman,  the  AmHS  Institute,  representing  the  largest 
network  of  nonprofit  multi-hospital  systems  in  the  nation,  would 
like  to  submit  for  the  record  our  comments  regarding  the  Fiscal 
Year  1990  budget  issues  relating  to  hospital  payments  under  Part 
A  of  the  Medicare  program. 

As  the  Committee  is  well  aware,  each  year  during  this  decade, 
the  Medicare  program  has  been  subjected  to  substantial  budgetary 
reductions.     A  comparison  of  data  from  the  1982  and  1988  Reports 
of  the  Trustees  of  the  Health  Insurance  Trust  Fund  documents 
that  Medicare  payments  to  hospitals  have  been  reduced  by  over 
$53  billion  from  the  1982  expenditure  projections. 

The  AmHS  Institute  representing  the  more  than  1,000 
not-for-profit  healthcare  facilities  in  43  states  and 
Washington,  D.C.  which  comprise  the  American  Healthcare  Systems, 
strongly  believes  that  continuation  of  these  budget  driven 
policies  puts  our  nation's  hospitals  at  severe  financial  risk. 
It  will  not  be  possible  to  cut  Medicare  hospital  payments  by  an 
additional  $3  billion,  as  proposed  in  the  Bush  Administration's 
Fiscal  Year  1990  budget,  without  adversely  affecting  both  the 
quality  and  accessibility  of  hospital  care  in  many  areas  of  the 
country.     We  urge  the  Congress  to  reject  the  Medicare  hospital 
payment  reductions  included  in  the  new  Administration ' s  budget . 

In  considering  this  recommendation  it  is  important  to  examine 
the  cumulative  effect  of:  1)  recent  reductions  in  Medicare 
payments  for  hospital  services,  2)  reductions  in  Medicaid 
payments  for  hospital  services,  3)  increasing  competitive 
pressures  in  the  private  market  resulting  in  less  ability  to 
shift  costs,  and  4)  the  increasing  burden  of  providing  services 
to  those  unable  to  pay. 

MEDICARE  CUTS 

The  magnitude  of  recent  Medicare  hospital  payment  reductions  is 
staggering.     Substantial  cuts  in  Medicare  Part  A  expenditures 
were  included  in  the  Omnibus  Reconciliation  Acts  for  Fiscal 
Years  1987,  1988,  and  1989.     Congressionally  mandated  Medicare 
reductions  comprised  36  percent  of  the  savings  in  the  Fiscal 
Year  1988  budget,  even  though  Medicare  accounts  for  only  nine 
percent  of  federal  outlays. 

Increases  in  the  hospital  marketbasket  (an  inflation  index  of 
purchased  goods  and  services)  has  risen  by  more  than  28  percent 
since  1983,  yet  Medicare  DRG  payment  rates  have  been  increased 
by  only  14.9  percent.     This  outcome  is  in  stark  contrast  to  the 
commitment  of  the  prospective  payment  system  (PPS)  legislation 
to  provide  for  annual  inflation  adjustments  in  hospital 
payments . 

It  is  important  to  recognize  that,  while  Medicare  outlays  in 
total  are  increasing,  the  hospital  component  of  these 
expenditures  is  not  the  driving  force.     In  the  period  1985-89, 
Medicare  inpatient  payments  on  a  per  beneficiary  basis  declined 
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in  real  terms  at  an  annual  rate  of  -0.6  percent.     In  fact,  in 
the  period  1980-88  Medicare  spending  for  hospital  services 
declined  from  73  percent  to  65  percent  of  total  program 
spending.     As  noted  earlier.  Medicare  payments  for  hospital 
services  are  increasing  much  less  than  the  rate  of  increase  in 
the  hospital  marketbasket ,  and  far  less  than  the  13.5  percent 
growth  rate  in  the  rest  of  Medicare.     The  three  charts  at  the 
conclusion  of  this  paper  clearly  illustrate  these  changes. 

Payment  reductions  of  this  magnitude  are  unprecedented.  More 
importantly,  they  have  not  occurred  without  consequences  to  all 
who  depend  on  hospital  services.     Last  year  a  record  81 
hospitals  closed,  and  over  400  hospitals  have  closed  since 
1982.     Nearly  50,000  hospital  beds  have  been  eliminated  since 
the  advent  of  PPS.     This  year  more  than  50  percent  of  hospitals 
will  actually  lose  money  on  the  care  they  provide  for  Medicare 
patients,  according  to  projections  released  by  the  Prospective 
Payment  Assessment  Commission  (ProPAC).     It  is  further  estimated 
that  the  average  hospital  Medicare  operating  margin  in  FY  99 
will  be  -11.5  percent  should  the  Administration's  budget 
proposals  be  enacted  (Source:  Consolidated  Consulting  Group). 

MEDICAID  REDUCTIONS  _ 

Although  federal  budget  policies  have  recently  avoided  major 
reductions  in  the  Medicaid  program,  in  most  states  Medicaid 
hospital  payments  remain  woefully  inadequate.     In  1984, 
according  to  a  report  of  the  House  Committee  on  Energy  and 
Commerce,  Medicaid  recipients  used  11.6  percent  of  total  days  of 
inpatient  hospital  care  and  12.7  percent  of  outpatient  visits 
while  the  program  accounted  for  only  8.8  percent  of  total 
hospital  revenues. 

Comparing  average  Medicaid  per  diem  hospital  payments  with 
average  hospital  per  diem  costs  in  1985,  the  report  notes  that 
32  states  pay  rates  less  than  average  costs.     Moreover,  many 
states  have  imposed  limitations  on  services  for  Medicaid 
recipients  that  affect  the  number  of  days  or  the  types  of 
admissions  for  which  they  will  pay.     In  the  period  since  1980, 
Medicaid  spending  for  hospital  care  has  grown  more  slowly  than 
the  rest  of  Medicaid,  increasing  on  average  8.6  percent  per 
year,  while  total  Medicaid  spending  has  increased  10.1  percent. 
In  sum,  for  most  hospitals  Medicaid  payments  are  inadequate  and 
likely  to  be  getting  worse. 

COMPETITION  IN  THE  PRIVATE  MARKET 

Private  purchasers  of  health  care  services  are  aggressively 
seeking  the  lowest  price,  and  consequently  many  hospitals  have 
been  forced  to  accept  deep  discounts  against  their  customary 
rates.     These  discounts  reflect  the  unwillingness  of  private 
purchasers  to  continue  what  they  perceive  as  cost  shifting  and 
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their  subsidization  of  inadequate  payment  by  Medicare  and 
Medicaid  and  to  cover  the  costs  of  care  for  unsponsored 
patients.     By  paying  rates  that  reflect  only  the  experience  and 
cost  of  their  own  insured  population,  private  purchasers  have 
eroded  hospitals'  principal  means  of  financing  the  care  of 
patients  with  inadequate  or  no  payment  resources. 

BURDEN  OF  UNCOMPENSATED  CARE 

Between  25  and  37  million  Americans  under  the  age  of  65  lack 
health  insurance.     With  the  growth  in  the  number  of  uninsured 
occurring  at  the  same  time  as  changes  in  payment  strategies  of 
private  insurers  and  the  federal  government,  it  has  become 
increasingly  difficult  for  hospitals  to  shift  the  costs  of 
treating  the  uninsured.     Uncompensated  hospital  care  nationally 
cost  hospitals  over  $8.4  billion  in  1986,  six  percent  of  total 
hospital  costs.     This  figure  understates  hospitals'   true  burden 
because  it  does  not  include  lower  than  cost  reimbursement  from 
the  Medicare  or  Medicaid  programs. 

Our  not-for-profit  multi-hospital  systems  remain  committed  to 
providing  needed  health  care  services  to  the  poor.     Although  our 
commitment  remains  intact,  the  dwindling  resources  available  to 
hospitals  to  finance  this  care  cause  us  concern. 

OTHER  STRESSES  ON  OUR  NATION'S  HOSPITALS 

These  national  statistics  on  Medicare  payment  policies  do  not 
tell  the  full  story  of  the  impact  of  this  sustained  effort  to 
cut  hospital  payments.     Hospitals  among  our  member  systems  have 
significantly  reduced  utilization  while  the  full-time  staff  to 
patient  ratio  has  increased,  reflecting  the  growing  severity  of 
illness  among  current  inpatients. 

Institutions  have  also  been  forced  to  delay  or  abandon  plans  to 
modernize  their  facilities  or  to  acquire  new  diagnostic  and 
therapeutic  modalities  which  offer  advancements  in  patient 
care.     The  overall  effects  of  these  decisions  are  difficult  to 
measure,  but  it  is  clear  that  compromises  such  as  these  will 
erode  the  quality  and  accessibility  of  hospital  services  to  all 
our  patients. 

Two  other  payment  policies  have  had  a  negative  effect  on 
hospitals:  capital  cost  reimbursement  and  outpatient  payments. 
For  the  past  three  years,  payments  for  capital  costs  of 
hospitals  have  been  arbitrarily  reduced  as  a  part  of  deficit 
reduction  legislation.     Currently  capital  payments  are  reduced 
by  15  percent  across  the  board,  and  the  Administration  has 
proposed  to  increase  the  cut  to  25  percent  in  FFY  1990.  While 
some  mistakenly  believe  these  cuts  will  constrain  future 
hospital  capital  investment,  the  reality  is  that  these 
reductions  largely  impact  fixed  capital  costs  incurred  in  good 
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faith  by  hospitals  in  the  past.     Reductions  in  these  payments 
simply  require  hospitals  to  make  further  reductions  in  their 
operating  budgets  in  order  to  service  their  overall  financial 
obligations.     In  short,  the  effect  of  Medicare  capital  payment 
cuts  is  not  confined  to  the  hospital's  capital  budget,  and 
reduces  funds  available  to  care  for  patients. 

Another  area  that  has  been  the  target  of  repeated  budget  cutting 
is  Medicare  outpatient  payments.     Despite  the  intention  under 
PPS  to  encourage  hospitals  to  move  services  into  the  most 
economical  setting,  recent  policy  changes  have  been  adopted  that 
severely  cut  payments  to  hospitals  for  services  regardless  of 
where  they  are  provided.     These  policies  seem  inconsistent  with 
the  stated  intention  of  the  incentives  enacted  under  PPS. 
Furthermore,  complex  and  fragmented  billing  procedures  for 
outpatient  services  have  been  imposed  on  hospitals  which 
frequently  put  them  at  a  competitive  disadvantage  with 
freestanding  ambulatory  centers.     Further  reductions  in  these 
payments  would  only  penalize  hospitals  for  doing  what  was 
expected  of  them  when  the  PPS  legislation  was  enacted. 

CONCLUSION 


The  AmHS  Institute  recognizes  the  magnitude  of  the  economic  and 
budgetary  problems  confronting  the  Congress  and  the 
Administration.     However,  it  is  vitally  important  that  all 
policymakers  recognize  the  changes  which  have  already  been 
enacted  in  Medicare  hospital  payment  policy.     Hospital  payments 
have  declined  as  a  percentage  of  Medicare  spending  after  decades 
of  growth.     We  believe  the  hospital  system  has  reached  the 
limits  of  its  ability  to  respond  with  further  efficiencies 
without  compromising  the  quality  of  patient  care. 

We,  therefore,  urge  you  to  reject  further  cuts  in  hospital 
payments  under  Medicare  in  the  FY  1990  budget. 


» 
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TABLE  2 

Medicare   Inpatient  and  Outpatient   Hospital  Spending, 
Selected  Years,    1975   to  1989  (estimated) 
(In  Millions  of  Dollars) 


Total  Hospital  Other 

Medicare  Inpat.  Outpat.  Total  Medicare 
Benefits     Hospital     Hospital     Hospi  tal  Benefits 
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20.0  % 
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13.5  % 

Source:  U.S.  House  Committee  on  Ways  and  Means.  Background 
Material  and  Data  on  Programs  within  the  Jurisdiction  of  the 
Connmittee  on  Ways  and  Means.      1988  Edition. 
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STATEMENT  OF  THE  ASSOCIATION  OF  HIGH 
MEDICARE  HOSPITALS 
This  Statement  is  submitted  by  the  Association  of  High  Medicare 
Hospitals  (AHMH),  an  organization  representing  hospitals 
concentrating  in  the  care  of  the  aged.  AHMH  members  have  a 
Medicare  utilization  of  65  percent  or  more  of  total  inpatient 
days.  The  Association  welcomes  this  opportunity  to  present  our 
views  on  Medicare  hospital  payment  issues,  because  our  analysis 
of  Medicare  hospital  cost  report  data  indicates  that  hospitals 
with  a  Medicare  utilization  of  this  magnitude  have  average 
Medicare  operating  margins  considerably  lower  than  those  of 
hospitals  with  a  lower  level  of  Medicare  utilization. 


HIGH  MEDICARE  HOSPITAL  CHARACTERISTICS 

Based  on  Medicare  hospital  data,  there  are  approximately  380 
hospitals  that  meet  the  definition  of  high  Medicare  hospitals 
adopted  by  the  Association,  accounting  for  approximately  4.2 
percent  of  total  Medicare  prospective  payment  revenues.  About  30 
percent  of  these  hospitals  are  urban,  and  about  70  percent  are 
rural.  Of  the  urban  high  Medicare  facilities,  about  45  percent 
are  under  100  beds,  while  about  54  percent  have  100  to  404 
beds.  In  the  case  of  the  rural  high  Medicare  hospitals,  about  96 
percent  of  them  have  less  than  100  beds. 

High  Medicare  hospitals  are  found  in  all  nine  census  regions. 
About  3  percent  of  these  facilities  are  teaching  hospitals,  and 
about  5  percent  currently  qualify  as  hospitals  serving  a 
disproportionate  share  of  low  income  patients. 


PROBLEMS  FACED  BY  HIGH  MEDICARE  HOSPITALS 

Hospitals  serving  an  unusually  high  proportion  of  Medicare 
beneficiaries  are  particularly  vulnerable  to  the  imprecision  and 
limitations  inherent  in  the  present  prospective  payment  system, 
which  have  been  exacerbated  by  the  recent  budget  constraints 
imposed  on  Medicare  hospital  payment. 

Lower  Average  Medicare  Margins 

High  Medicare  hospitals  have  average  Medicare  operating  margins 
significantly  lower  than  those  of  all  hospitals.  Moreover,  these 
margins  are  declining.  For  example,  preliminary  calculations 
indicate  that  in  the  third  year  oZ  Medicare's  hospital 
prospective  payment  system  (PPS),  i.e.  hospital  accounting  years 
beginning  October  1,  1985  through  September  30,  1986,  the  average 
Medicare  operating  margin  for  all  hospitals  was  8.1  percent, 
while  that  for  all  high  Medicare  hospitals  was  3.9  percent. 
Projections  provided  to  the  Association  by  the  Consolidated 
Consulting  Group  —  based  on  the  best  information  available  at 
the  time  —  show  average  operating  or  "profit"  margins  in  fiscal 
year  1987  for  all  hospitals  of  6.9  percent  compared  to  an  average 
Medicare  loss  of  2.0  percent  for  all  high  Medicare  hospitals. 

Actual  Medicare  data  and  the  projections  for  fiscal  year  1987 
reveal  average  Medicare  operating  margins  for  both  the  urban  and 
rural  high  Medicare  hospitals  significantly  lower  than  the 
respective   margin^,  all    urban   or    all    rural    hospitals.  For 

example,  projections  for  fiscal  year  1987  show  that  average 
Medicare  operating  margins  for  urban  high  Medicare  hospitals  are 
9.2  percentage  points  lower  than  for  all  urban  hospitals  {-1.0 
percent  for  urban  high  Medicare  hospitals  vs.  8.2  percent  for  all 
urban  hospitals),  and  that  rural  high  Medicare  hospitals  have 
margins  3.6  percentage  points  lower  than  for  all  rural  hospitals 
(-3.3  percent  for  rural  high  Medicare  .hospitals  vs.  0.3  percent 
for  all  rural  hospitals). 

More  Hospitals  with  Medicare  Losses 

Not  only  are  average  Medicare  operating  margins  for  high  Medicare 
hospitals  lower  than  those  for  all  hospitals,  but  a  larger 
proportion  of  high  Medicare  hospitals  have  suffered  losses  under 
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PPS  compared  to  all  hospitals.  Actual  Medicare  data  for  PPS-3 
show  that  38  percent  of  all  hospitals  lost  money  under  PPS  while 
more  than  56  percent  of  high  Medicare  hospitals  operated  at  a 
loss  under  PPS.  When  more  recent  data  become  available,  they  are 
likely  to  show  a  further  deterioration  in  the  financial  status  of 
high  Medicare  hospitals,  especially  since,  according  to  the 
Prospective  Payment  Assessment  Commission,  the  hospital  market 
basket  —  reflecting  the  costs  of  goods  and  services  purchased  by 
hospitals  —  increased  by  about  13.9  percent  since  PPS-3  while 
PPS  payment  rates  have  risen  only  about  6.1  percent. 

Limited  "Cost-Shifting"  Opportunities 

It  is  also  important  to  note  that,  in  view  of  their  heavy 
reliance  on  Medicare  revenues,  high  Medicare  hospitals  have  a 
very  limited  ability  to  recover  inadequately  reimbursed  Medicare 
costs  from  other  sources,  including  other  payors.  Obviously,  in 
a  time  of  intense  competitiveness  in  the  provision  of  hospital 
services,  high  Medicare  hospitals  cannot  simply  pass  along 
Medicare  losses  to  the  relatively  small  number  of  non-Medicare 
patients,  expecting  other  payors  to  willingly  shoulder  these 
Medicare  shortfalls. 


RELIEF  SOUGHT 

The  AHMH  has  met  with  officials  of  the  Health  Care  Financing 
Administration  (HCFA)  and  with  the  Prospective  Payment  Assessment 
Commission  (ProPAC)  to  discuss  our  concerns.  The  Association  has 
urged  both  HCFA  and  the  Commission  to  devote  some  of  their 
analytic  resources  to  examining  the  problems  of  high  Medicare 
hospitals.  Specifically,  we  have  indicated  our  belief  that  data 
and  analysis  relating  to  high  Medicare  hospitals  should  be 
included  in  regulatory  impact  statements  accompanying  PPS  rules 
and  other  proposed  hospital  payment  regulations.  Also,  the 
regular  reports  to  the  Congress  about  the  impact  of  PPS  prepared 
by  HCFA  and  ProPAC  should  include  an  examination  of  high  Medicare 
hospitals,  much  in  the  same  way  that  these  reports  consider  the 
impact  on  other  special  classes  of  hospitals,  such  as  those 
serving  a  disproportionate  share  of  low  income  patients. 

In  its  March  1,  1989  report,  the  Prospective  Payment  Assessment 
Commission  noted  the  concerns  that  have  been  raised  about  the 
vulnerability  of  hospitals  with  high  Medicare  utilization  and 
indicated  that  it  "...plans  to  monitor  the  relationship  between 
the  proportion  of  Medicare  patients  and  financial  performance 
under  PPS." 

The  Association  believes  that  the  worsening  financial  position  of 
high  Medicare  hospitals  argues  for  a  change  in  the  PPS  payment 
methodology  that  would  treat  these  facilities  more  equitably.  We 
welcome  the  fact  that  several  bills  introduced  early  in  the  101st 
Congress  include  provisions  recognizing  that  certain  "Medicare- 
dependent"  rural  hospitals  warrant  special  protection  under 
Medicare's  hospital  payment  system.  However,  these  bills  focus 
solely  on  the  problems  of  small,  rural  Medicare-dependent 
hospitals,  while  the  AHMH  believes  that  the  current  PPS  also 
disadvantages  urban  and  larger  rural  high  Medicare  hospitals  as 
well.  We  also  note  that  our  definition  of  high  Medicare 
hospitals  makes  use  of  inpatient  days,  rather  than  some  other 
measure  of  utilization,  in  a  manner  not  unlike  that  chosen  by  the 
Congress  in  identifying  hospitals  serving  a  disproportionate 
share  of  low  income  patients. 

The  Association  recommends  that  the  Congress  address  the  problems 
of  all  high  Medicare  hospitals  (i.e.  all  hospitals  with  Medicare 
utilization  of  65  percent  or  more  of  total  inpatient  days).  For 
urban  high  Medicare  hospitals,  we  recommend  a  per  case  adjustment 
based  on  the  difference  between  the  average  Medicare  operating 
margin  of  urban,  high  Medicare  hospitals  and  all  urban 
hospitals.  Similarly,  we  recommend  a  per  case  adjustment  for 
rural    high   Medicare    hospitals    based   on    the   margin  differential 
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between  this  class  of  rural  hospitals  and  all  rural  facilities. 
To  illustrate,  if  the  latest  available  Medicare  data  showed  a  5 
percentage  point  difference  between  the  average  Medicare 
operating  margin  for  urban  high  Medicare  hospitals  and  all  urban 
hospitals,  the  approach  recommended  by  the  Association  would 
result  in  a  5  percent  upward  adjustment  in  Medicare  payment 
amounts  for  the  high  Medicare  facilities. 

We  believe  that  such  a  payment  adjustment  would  help  assure  that 
hospitals  concentrating  in  the  treatment  of  Medicare 
beneficiaries  would  be  treated  more  equitably  than  they  are  under 
current  hospital  payment  rules. 

We  look  forward  to  working  with  the  Committee  as  it  grapples  with 
the  problems  faced  by  the  nation's  hospitals,  including  high 
Medicare  facilities.  We  would  be  pleased  to  provide  any 
additional  information  that  would  be  helpful. 
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STATEMENT  OF  BLUE  CROSS  AND  BLUE   SHIELD  ASSOCIATION 

The  Blue  Cross  and  Blue  Shield  Association  appreciates  this 
opportunity  to  submit  cominents  for  the  record  regarding  Fiscal 
1990  Medicare  Hospital  payment  issues.     Blue  Cross  and  Blue 
Shield  Plans,   in  their  role  as  intermediaries,  adjudicate 
virtually  all  Medicare  hospital  claims. 

Medicare  Hospital  Payment  Rate  Adequacy 

We  believe  that  Medicare  should  not  be  subject  to  a 
disproportionate  share  of  the  deficit  reduction  burden.  Since 
1983,  Medicare  has  accounted  for  a  disproportionate  amount  of 
deficit-reduction  savings.     We  also  believe  that  Congress 
should  provide  for  a  Medicare  budget  in  FY  1990  that  assures 
continued  access  to  high  quality  health  care  for  Medicare's  33 
million  beneficiaries  and  does  not  threaten  the  financial 
soundness  of  the  nation's  health  care  delivery  system. 

The  basic  principle  of  Medicare's  hospital  Prospective  Payment 
System  (PPS)   -  to  encourage  efficiency  by  setting  a  prospective 
fixed  price  -  continues  to  be  sound.     However,   the  Prospective 
Payment  Assessment  Commission  (ProPAC)  has  noted  that  certain 
classes  of  hospitals,  particularly  those  in  rural  and 
inner-city  areas,   tend  to  incur  financial  losses  on  Medicare 
patients,  while  other  hospitals,  particularly  teaching 
facilities,  generally  are  profiting.     Medicare's  purpose  is  to 
provide  adequate  beneficiary  access  to  care,  not  to  maintain 
inefficient  hospitals  or  excess  hospital  capacity. 
Nevertheless,  where  entire  classes  of  hospitals  suffer  Medicare 
losses,  this  does  endanger  beneficiary  access.     It  also 
suggests  that  a  hospital's  financial  position  under  Medicare  is 
affected  by  its  locale  and  service  characteristics  as  well  as 
its  relative  efficiency. 

Therefore,  we  believe  Congress's  primary  attention  on  rate 
adequacy  should  be  focused  on  setting  a  "level  playing  field" 
for  all  classes  of  hospitals.     This  can  be  accomplished  by 
fine-tuning  the  existing  PPS  system.     Adjustments  already  in 
place  could  be  extended  and  made  more  precise.     New  adjustments 
may  also  be  needed. 

We  continue  to  believe  an  accurate  severity  adjuster  would  help 
resolve  problems  of  many  hospitals,  but  that  such  an  approach 
is  not  viable  in  the  short  term.     Thus,  we  support  in  principle 
the  proposal  of  the  American  Hospital  Association  (AHA)  that 
further  refinements  be  made  in  those  DRGs  that  have  highly 
variable  costs.     We  also  look  forward  to  the  March  31  Yale 
report  to  HCFA  on  DRG  refinement. 

Timely.  Accurate  Medicare  Cost  Report  Data  for  PPS  Policymaking 
and  Program  Savings 

We  agree  with  ProPAC  that  timely,  accurate  Medicare  hospital 
Cost  Report  data  is  essential  to  informed  PPS  policymaking.  We 
thus  support  ProPAC 's  concern  about  cuts  in  intermediary  audit 
funding.     Any  cut,   such  as  the  50  percent  reduction  proposed  by 
the  Administration's  Fiscal  Year  1990  budget,  would  impede  the 
development  of  timely,   accurate  Medicare  Cost  Report  data 
needed  for  informed  policymaking.     The  Administration's 
proposal  would  virtually  eliminate  all  indepth  financial  audits 
of  hospital  cost  reports.     This  means  review  would  be  solely 
limited  to  mathematical  checks  without  the  ability  to  verify 
actual  costs.     This  would  be  like  IRS  just  simply  running 
mathematical  checks  on  tax  returns  with  no  ability  to  audit  tax 
payer  records.     It  also  would  jeopardize  implementation  of  the 
OBRA-87  provision,   introduced  by  Chairman  Stark,   for  the 
development  of  a  hospital  cost  data  base  and  standardized 
electronic  cost  reporting. 

Adequate  funding  for  intermediary  audit  and  other  payment 
safeguards  also  is  a  cost-effective  investment  in  minimizing 
unnecessary  Medicare  spending.     The  Administration's  Fiscal 
1990  budget  proposal  would  reduce  payment  safeguards  funding  by 
$134  million,   thereby  causing  an  estimated  $1.1  billion  in 
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unnecessary  benefit  payments,  according  to  the  U.S.  General 
Accounting  Office.     Therefore,  we  urge  the  Subcommittee  to 
recommend  to  the  Appropriations  Committee  that  it  support 
adequate  funding  for  this  cost-effective  activity.     We  believe 
a  total  Fiscal  1990  funding  level  for  payment  safeguards  of 
$423.7  million  is  necessary,  including  $190.4  million  for 
utilization  review,  $154.9  million  for  audit  and  $78.4  million 
for  Medicare  Secondary  Payer  activities. 

Medicare  Capital  Payments 

We  continue  to  support  a  phased  inclusion  of  hospital  capital 
costs  into  DRG  rates  as  soon  as  feasible.     However,  we  do  not 
have  a  specific  phase-in  proposal,  and  we  recognize  that 
several  policy  and  technical  issues  would  need  to  be  resolved. 
In  particular,  equitable  treatment  for  hospitals  at  different 
points  in  the  capital  replacement  cycle  would  need  to  be 
devised.     We  also  would  note  that  a  phase-in  would  link  capital 
payments  to  occupancy  because  each  DRG  admission  payment  would 
include  a  capital  component.    We  would  note  that  special 
treatment  of  under-capitalizaed  hospitals,  such  as  rural  and 
inner-city  facilities,  might  be  necessary  under  this  approach. 

If  Congress  is  unable  to  devise  a  viable  method  to  phase 
capital  into  DRG  rates,  other  options,  such  as  linking  capital 
payment  amounts  to  occupancy-rate  targets  for  various  types  of 
hospitals,  should  be  explored.    We  look  forward  to  working  with 
Congress  as  it  considers  approaches  to  this  issue. 

We  believe  the  Administration's  proposed  10  percent  additional 
cut  in  capital  for  every  hospital,  to  a  reimbursement  level  of 
75  percent  of  allowable  costs,  is  not  appropriate.  This 
proposal  does  not  differentiate  between  efficient  and 
inefficient  hospitals.     Moreover,  it  would  severely  affect 
those  hospitals  that  are  in  need  of  renovation  to  meet 
Medicare's  conditions  of  participation.     In  addition,  many 
hospitals  that  are  essential  to  beneficiary  access  to  care  will 
be  unable  to  absorb  an  additional  reduction. 

Medicare  Payments  for  Indirect  Medical  Education 

Medicare  currently  pays  teaching  hospitals  a  7.7%  add-on  to 
their  DRG  rates  as  compensation  for  "indirect"  costs  of  medical 
education.     Congress  has  long  been  aware  that  this  adjustment 
overstates  actual  costs.     Recent  estimates  of  the  appropriate 
adjustment  factor  by  ProPAC  and  GAO  range  from  4.4  to  5 
percent,  while  the  Administration's  budget  would  reduce  it  to 
4.05  percent.     We  agree  that  a  reduction  of  the  "indirect" 
adjustment  to  the  level  that  is  justified  by  econometric 
studies  is  appropriate.    While  we  have  not  done  an  independent 
analysis  of  the  appropriate  amount,  the  issue  is  balancing 
technical  concerns  with  the  impact  on  hospitals.     The  ProPAC 
concept  of  phased-in  reduction  is  appropriate  because  it  allows 
hospitals  to  plan. 

Rural  Hospital  Issues 

We  recognize  that  rural  hospitals  face  special  circumstances. 
The  closure  of  rural  hospitals  often  poses  a  greater  threat  to 
beneficiary  access  to  care  than  is  the  case  in  urban  areas. 
Rural  hospital  closures  also  may  increase  Medicare  costs  if 
beneficiaries  are  forced  to  use  hospitals  in  more  highly-paid 
urban  areas.     Finally,  small  rural  hospitals  are  unable  to  reap 
efficiencies  of  size  or  scale.     Therefore,  we  believe  it  is 
appropriate  to  consider  extending  the  current  differential  rate 
update  factors  between  rural  and  urban  hospitals. 

We  believe  that  AHA's  proposal  to  permit  rural  hospitals  with 
less  than  50  beds  to  opt  out  of  PPS  deserves  consideration. 
Because  a  hospital  of  this  type  treats  few  Medicare  patients, 
it  cannot  take  advantage  of  PPS  averaging  of  financially 
profitable  and  unprofitable  cases.    A  single  high-cost  case  can 
be  financially  devastating  for  small  rural  hospitals,  so  a 
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cost-based  system  may  be  appropriate.     However,  permitting 
hospitals  to  select  their  payment  system  could  result  in 
increased  Medicare  spending  because  hospitals  would  choose  the 
most  advantageous  system.     This  proposal  also  would  not 
guarantee  that  exempt  hospitals  would  survive  financially,  and 
could  encourage  continued  operation  of  inefficient  and 
unnecessary  facilities. 

For  hospitals  not  permitted  to  opt  out  of  PPS,  AHA's  proposal 
for  a  single  national  rate  per  DRG  with  a  hold-harmless 
provision  is  an  approach  that  deserves  further  study  and 
consideration.     The  key  issue  here  is  whether  the  cost 
structure  of  rural  and  urban  hospitals  continues  to  be 
sufficiently  different  to  warrant  separate  rate  classes  and 
whether  the  increased  Medicare  outlays  associated  with  a 
hold-harmless  provision  can  be  offset  by  other  program  savings. 

Wage  Index 

We  continue  to  agree  with  ProPAC  and  the  American  Hospital 
Association  (AHA)  that  changes  to  the  hospital  wage  index  are 
needed  to  provide  greater  equity.     More  recent  data  is  needed, 
and  we  support  HCFA's  intention  to  move  to  biennial  updates. 
We  also  believe  that  greater  emphasis  should  be  placed  on 
hospital  industry  wages. 

Conclusion 

In  summary,  we  recommend  that: 

o      Medicare  should  not  be  subject  to  a  disproportionate  share 
of  the  deficit  reduction  burden. 

o      Congressional  action  should  focus  on  assuring  fair  payment 
for  all  classes  of  hospitals.     Because  different  types  of 
hospitals  have  different  levels  of  PPS  financial 
performance,  action  should  concentrate  on  adjustments  by 
class  of  hospital. 

o      The  indirect  medical  education  adjustment  should  be 

reduced,  and  payment  for  capital  costs  should  be  addressed 
in  the  near  term,  by  phasing  capital  into  PPS. 

o      Other  important  changes  would  be  implementation  of  a  valid 
severity  adjustment  or  other  approach  to  recognizing  the 
high  cost  variability  of  certain  DRGs,   and  improvement  of 
the  wage  index. 

o      Congress  approve  adequate  funding  for  Medicare  intermediary 
and  carrier  functions,  which  include  provider  audits  and 
other  cost-effective  payment  safeguards. 

We  look  forward  to  working  with  the  Subcommittee  as  you 
consider  the  important  and  difficult  issues  posed  by  the  need 
to  achieve  budget  savings  while  maintaining  Medicare 
beneficiary  access  to  essential  hospital  care. 
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5rArz>:z:TT  :~  thz  national  association  of  rehab ilita-T ion  facilities 


This  statement  is  sub-itted  on  behalf  of  the  National  Association 
of  Rehabilitation  Facilities  ( NARF ) .  NARF  is  the  principle  na- 
tional xenibership  organization  of  conununi  ty-based  medical  and 
vocational  rehabilitation  facilities.  A  substantial  number  of 
NARF  members  are  freestanding  rehabilitation  hospitals  and  reha- 
bilitation units  in  general  hospitals.  These  members  are  facili- 
ties that  are  excluded  from  the  Medicare  prospective  payment  sys- 
tem (PPS-.  They  are  reimbursed  under  the  Medicare  program  on  the 
basis  of  cost  reimbursement  limited  by  ceilings  known  as  TEFRA 
target  rate  ceilings.  We  welcome  this  opportunity  to  submit  com- 
ments for  the  record  on  the  effect  of  the  FPS  on  excluded  facili- 
ties and  hospital  payments  under  the  Medicare  program  for  fiscal 
year  1990. 

I.      FY  1990  UPDATE 

The  Omnibus  Budget  Reconciliation  Act  of  1987  ( OBRA  '87)  recog- 
nized the  need  for  a  separate  annual  update  factor  for  all  facil- 
ities excluded  from  the  PPS.  The  Secretary  of  the  Department  of 
Health  and  Human  Services  (HHS)  is  required  by  law  to  set  this 
update  for  excluded  facilities  for  FY  1990  and  subsequent  fiscal 
years  at  the  level  of  the  market  basket  mix  of  hospital  goods  and 
services.  The  market  basket  reflects  the  increase  in  inflation 
for  inpatient  hospital  goods  and  services. 

NARF  recommends  that  the  excluded  rehabilitation  hospitals  and 
units  receive  the  full  market  basket  as  the  update  for  fiscal 
year  1990,  corrected  for  previous  forecasting  errors.  As  you 
will  note  in  the  report  of  the  Prospective  Payment  Assessment 
Commission  (ProPAC),  ProPAC  historically  has  supported  a  separate 
update  factor  for  such  excluded  facilities.  ProPAC  recommends 
that  the  update  for  FY  1990  be  the  full  market  basket  plus  a 
correction  for  market  basket  forecast  errors  from  previous  years. 
This  figure  is  6.2%.     NARF  supports  this  recommendation. 

Excluded  rehabilitation  facilities  should  receive  the  full  market 
basket  for  several  reasons.  First,  such  hospitals  and  units  re- 
ceive no  other  adjustment  under  the  PPS  on  an  annual  basis.  The 
only  possible  increase  for  payments  to  these  facilities  is  the 
increase  in  the  annual  target  rate  per  discharge.  PPS  hospitals, 
however  have  other  adjustments  available  to  them,  such  as  changes 
in  coding.  If  excluded  facilities'  costs  exceed  their  target 
ceiling  limitation,  they  do  not  receive  additional  reimbursement 
under  Medicare,  unless  they  file  for  an  exception  or  adjustment 
to  the  limitation  and  the  Health  Care  Financing  Administration 
(HCFA'  grants  such  relief.  The  process  for  applying  and  obtain- 
ing such  relief  is  re t rospec ti%'e  in  application  only  and  lengthy 
in  terms  of  the  time  it  takes  to  obtain  relief. 
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Second,  a  separate  update  for  excluded  facilities  continues  to  be 
required  because  the  labor  costs  and  the  impact  of  the  PPS  on 
such  facilities  are  considerably  different  from  those  of  the  PPS 
hospitals.  Currently  the  labor  costs  of  excluded  rehabilitation 
hospitals  and  units  exceeds  64%.  Equally  as  important,  the  PPS 
has  resulted  in  patients  being  admitted  to  excluded  rehabilita- 
tion hospitals  and  units  sicker  and  quicker.  A  recent  National 
Rehabilitation  Hospital,  Washington,  D.C.,  study  showed  increased 
acuity  of  patients  admitted  for  rehabilitation  since  the  start  of 
the  PPS,  Approximately  two-thirds  of  the  respondents  in  that 
study  reported  increased  nursing  hours  per  patient  day,  reduced 
functional  status  measures,  increased  therapy,  reduced  time  from 
onset  to  admission  and  similar  indicators. 

These  factors  suggest  serious  examination  of  a  separate  market 
basket  specifically  for  rehabilitation.  NARF  currently  is  sur- 
veying its  members  to  determine  current  labor  costs  as  a  percent- 
age of  total  expenses  and  the  rate  at  which  the  cost  of  services, 
particularly  nursing  and  therapy  costs  are  increasing.  Those 
rates  of  change  seem  to  be  in  excess  of  similar  costs  in  PPS 
hospitals.  This  discrepancy  should  be  recognized  in  a  separate 
market  basket  for  rehabilitation  providers. 

As  noted,  personnel  costs  in  rehabilitation  hospitals  and  units 
currently  exceeds  64%  of  their  total  costs.  This  compares  with 
an  average  of  slightly  less  than  57%  for  PPS  hospitals.  Prelimi- 
nary analyses  of  the  first  set  of  NARF  survey  respondents  shows 
that  rehabilitation  hospitals  and  units  continue  to  have  a  simi- 
lar level  of  labor  costs  (salaries,  wages  and  fringe  benefits)  if 
not  several  percentage  points  higher  than  that  found  in  previous 
surveys . 

This  higher  percentage  of  facility  costs  associated  with  person- 
nel is  also  significant  in  looking  at  salary  trends  for  the  types 
of  personnel  related  to  rehabilitation  specifically  physical 
therapists,  occupational  therapists,  and  rehabilitation  nurses. 
These  specialists  are  in  short  supply.  Consequently,  there  is 
considerable  competition  to  recruit  and  retain  these  personnel, 
resulting  in  higher  salaries  and  recruitment  costs.  A  NARF  1986 
sample  of  18  rehabilitation  hospitals  reported  that  for  the  then 
two  most  recently  completed  fiscal  years  ('85  to  '86),  the  cost 
for  physical  therapy  services  increased  by  over  7.1%;  occupa- 
tional therapy  by  6.6%;  and  rehabilitation  nursing  by  5%.  These 
figures  were  higher  than  other  national  data  compiled  by  the 
University  of  Texas  which  shows  the  mean  maximum  rate  of  change 
from  '85  to  '86  for  maximum  salary  rates  for  registered  nurses  to 
be  5.46%;  for  physical  therapists  to  be  4.46%;  and  for  occupa- 
tional therapists  to  be  5.66%.  As  mentioned,  NARF  is  in  the 
process  of  calculating  data  for  earlier  and  later  years. 

A  second  area  showing  an  increase  in  costs  for  rehabilitation 
facilities    is    in    medical    supplies.       The    same    1986   NARF  survey 
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referenced  above  indicated  an  increase  of  27.4%  in  the  cost  of 
medical  supplies  for  the  '85  to  '86  period.  This  is  probably  a 
function  of  earlier  patient  transfers  to  rehabilitation  facili- 
ties, partly  because  of  the  incentives  in  the  PPS  to  discharge 
patients  earlier.  Data  from  a  small  sample  of  hospitals  that 
have  applied  to  HCFA  for  exception  and  adjustment  relief  have 
shown  that  the  time  of  patient  referral  from  a  PPS  hospital  to 
rehabilitation  from  onset  of  the  disability  has  dropped  dramati- 
cally. An  earlier  referral,  while  beneficial  to  the  clinical 
needs  of  patients  and  their  rehabilitation  potential,  usually 
means  a  sicker  patient. 

Finally,  NARF  recommends  that  there  be  no  reductions  to  the  mar- 
ket basket  along  the  lines  of  policy  target  adjustment  factors 
(PTAFs)  as  utilized  previously  by  HHS.  Excluded  rehabilitation 
hospitals  and  units  in  the  past  were  subject  to  reductions  in  the 
market  basket  for  these  PTAFs  for  factors  that  had  absolutely  no 
bearing  upon  excluded  rehabilitation  hospitals  and  units.  These 
PTAFs  included,  for  example,  changes  in  practice  patterns,  site 
substitution,   changes  in  case  mix,  productivity  and  the  like. 

Rehabilitation  hospitals  and  units  are  experiencing  substantially 
higher  per  discharge  costs  because  of  the  sooner  and  sicker  phe- 
nomenon as  noted  above.  To  the  extent  that  changes  in  practice 
patterns  affect  per  discharge  costs  the  changes  that  resulted 
from  the  PPS  tend  to  increase  them.  Excluded  rehabilitation  hos- 
pitals and  units  are  the  site  to  which  the  PPS  patient  has  been 
substituted.  Additionally,  case  mix  changes  that  have  occurred 
generally  show  increased,  not  decreased,  severity.  An  early  un- 
published study  done  by  ProFAC  showed  a  considerable  increase  in 
case  mix.  The  TEFRA  system  does  not  acknowledge  changes  in  case 
mix  on  a  positive  or  negative  basis.  Thus,  excluded  hospitals 
are  not  able  to  increase  revenues  by  upgrading  their  case  mix 
through  coding,   commonly  known  as  "DRG  creep". 

II.      STREAMLINING  THE  EXCEPTION  AND  ADJUSTMENT  PROCESS 

Currently,  the  only  relief  available  to  a  rehabilitation  facility 
which  has  exceeded  its  target  ceiling  limitation,  for  legitimate 
reasons  related  to  patient  care,  is  the  administrative  exceptions 
and  adjustment  process.  The  regulations  governing  this  process 
were  published  pursuant  to  the  Tax  Equity  and  Fiscal  Responsi- 
bility Act  of  1982   (TEFRA)   and  have  not  been  amended  since. 

To  summarize  the  process,  once  a  provider  has  completed  a  cost 
reporting  period  and  its  Medicare  costs  exceed  its  TEFRA  target 
rate,  the  facility  can  apply  for  exception  or  adjustment  relief. 
It  sends  an  application  with  supporting  material  to  its  fiscal 
intermediary  (FX).  The  FI  verifies  the  information  and  sends  it 
to  HCFA  in  Baltimore.     Once  HCFA  receives  a  complete  file,   it  has 
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180  days  to  analyze  the  application  and  come  to  a  decision.  This 
time  period  can  take  longer  if  the  file  is  incomplete  or  addi- 
tional information  is  required  from  the  provider. 

We  estimate  that  currently,  it  takes  a  minimum  of  12-14  months 
after  the  cost  report  is  completed,  not  even  audited  by  the  FI , 
to  analyze,  draft  and  process  an  application  for  relief.  This  is 
particularly  rough  on  rehabilitation  hospitals  and  units, 
especially  those  which  have  had  an  increase  in  the  severity  of 
the  cases  they  are  serving  resulting  in  longer  lengths  of  stay, 
e.g.,  more  severe  strokes.  Also  costs  may  increase  above  the 
limits  if  the  facilities  serve  increased  numbers  of  certain  types 
of  severe  cases  with  longer  lengths  of  stay,  e.g.,  more  head 
injuries,   spinal  cord  injuries  and  strokes,  etc. 

In  the  Family  Support  Act  of  1988,  the  Conference  report  ex- 
pressed interest  in  this  process  and  its  impact  on  these  hospi- 
tals with  long  lengths  of  stay.  It  stated  "the  conferees  expect 
the  Secretary,  in  granting  exemptions...,  will  take  into  account 
the  increases  in  length  of  stay  in  PPS  exempt  hospitals,"  We 
recommend  that  the  Committee  reiterate  its  interest  in  this  area. 

NARF  has  been  holding  a  series  of  discussions  with  HCFA  and  has 
provided  recommendations  on  how  the  current  relief  process  can  be 
accelerated  to  the  benefit  of  all  involved.  These  recommenda- 
tions include  placing  timelines  on  FI  actions  and  allowing  FIs  to 
make  certain  determinations  on  applications  subject  to  very  clear 
guidelines.  Application  would  also  continue  to  be  reviewed  at 
the  HCFA  national  office.  To  date  these  recommendations  have 
been  well   received  by  HCFA  and  we  will  continue  to  pursue  them. 

This  statement  addresses  only  issues  assuring  that  excluded  hos- 
pitals obtain  the  maximum  update  as  allowed  by  law  and  acceler- 
ating the  exceptions  and  adjustment  relief  process.  The  TEFRA 
system  itself  has  significant  defects,  with  serious  consequences 
for  excluded  rehabilitation  hospitals  and  units.  Most  of  these 
defects  pertain  to  the  lack  of  the  system's  ability  to  recognize 
changes  in  case  mix,  severity  or  higher  costs  associated  with 
longer  lengths  of  stay  and/or  more  intense  care.  These  are  is- 
sues which  we  will  address  to  the  Committee  in  a  separate  paper. 

If  you  have  any  questions,   please  feel  free  to  contact  me. 


Carolyn  Zollar,  Esq. 
General  Counsel 
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NATIONAL  COMMITTEE  TO  PRESERVE 
SOCIAL  SECURITY  AND  MEDICARE 


 •  2000  K  Street,  N.W.,  Suite  800,  Washington,  D.C.  20006     (202)  822-9459 

My  name  is  James  Rcxjsevelt.  As  Chairman  of  the  National 
Committee  to  Preserve  Social  Securit}'  and  Medicare,  I  represent  the 
organization's  more  than  five  million  members  and  supporters,  seventy-five 
percent  of  whom  are  over  age  65  and  dependent  on  Medicare.  The  National 
Committee  is  deeply  concerned  that  inadequate  Medicare  reimbursement  to 
hospitals  will  resiolt  in  a  decline  in  quality  of  care  and  reduced  access  to  health 
care,  particvilarly  in  rural  areas. 

The  National  Committee  urges  Congress  to  accept  the  ProPAC 
recommendations  for  increases  in  hospital  rates.  ProPAC's  proposals 
are  independent  recommendations  based  on  health  policy,  not  the 
indiscriminate  cuts  proposed  by  the  Administration  merely  for  the 
sake  of  reducing  the  deficit  The  National  Committee  continues  to 
recommend  the  development  of  a  severity  of  illness  index  and  the 
elimination  of  the  lower  reimbursement  rate  for  rural  hospitals. 

COST  CONTAINMENT 

Since  the  early  years  of  the  prospective  payment  system  (PPS),  hospitals 
have  been  the  main  target  for  Medicare  budget  cuts.  Clearly  a  14  percent 
profit  margin  in  1984  and  1985,  the  first  two  years  of  PPS,  was  excessively 
high.  However,  according  to  the  Medicare  Prospective  Payment  Assessment 
Commission  CProPAC),  the  profit  margin  has  rapidly  declined,  from  eight 
percent  in  1986  down  to  zero  last  year.  This  year,  we  may  well  see  losses. 
Furthermore,  since  the  financial  picture  varies  greatly  between  ty^pes  of 
hospitals,  some  categories  of  hospitals  are  working  with  profit  margins 
considerably  lower  than  average.  In  light  of  this,  we  are  troubled  by  the 
Administration's  proposal  to  cut  Medicare  reimbursements  to  hospitals  by  a 
total  of  S2.4  billion  in  1990.  While  the  National  Committee  is  committed  to 
aggressive  cost  containment  and  to  finding,  ways  to  make  our  health  care 
system  as  efficient  as  possible,  the  report  on  hospital  profit  margins  is  a 
serious  warning  signal  which  deserves  keen  attention.  Some  hospitals  with  a 
poor  financial  performance  may  have  only  themselves  to  blame.  Others  are 
victims  of  flaws  in  the  reimbursement  system  —  flaws  which  also  affect 
Medicare  beneficiaries. 

We  agree  that  reimbursements  for  medical  education  and  capital 
expenses  need  to  be  reduced.  But  we  are  not  convinced  that  the 
Administration's  solution  is  adequate.  Slashing  direct  medical  education 
reimbursements  could  seriously  hurt  inner-city  teaching  hospitals  caring  for 
seriously  ill  poor  seniors.  As  for  capital  reimbursement,  rather  *^han  an 
arbitrary  10  percent  additional  cut.  Congress  should  include  capital  costs  in 
the  prospective  payment  system. 

OUAUTY  OF  CARE 

Under  the  prospective  payment  system,  patients  are  released  from  the 
hospital  as  soon  as  the  physician  judges  their  condition  is  stabilized.  An 
American  Medical  Association  sxirvey  shows  that  many  physicians  feel 
pressured  by  hospitals  to  discharge  patients  as  quickly  as  possible.  In  October 
of  1987,  the  Subcommittee  on  Human  Resources  and  Intergovernmental 
Relations  of  the  Committee  on  Government  Operations  reported  that  poor 
hospital  care  may  be  responsible  for  as  many  as  393300  cases  of  "inadequate 
discharge  planning"  and  22,000  "avoidable  deaths"  among  Medicare  patients 
each  year.   Cutting  Medicare  means  that  even  more  pressure  will  be  placed 
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on  physicians  to  release  patients  as  soon  as  they  becon\e  liabilities  to 
financially  struggling  hospitals. 

A  disturbing  pattern  of  deteriorating  care  for  Medicare  patients  with 
hip  fractures  was  revealed  in  a  study  published  last  November  in  the  New 
England  Journal  of  Medicine.  Researchers  linked  the  deterioration  to 
Medicare  hospital  cost-cutting  efforts  begun  in  1984.  Before-and-after 
comparisons  showed  the  average  length  of  stay  for  a  hip  fracture  was 
shortened  from  21.9  to  12.6  days,  and  physical  therapy  sessions  were  cut  from 
eight  to  six.  Discharges  to  nursing  homes  rose,  and  the  nvmiber  of  patients 
still  there  after  one  year  more  than  tripled.  To  quote  the  researchers,  "We 
conclude  that  since  the  implementation  of  PPS,  hospitals  have  reduced  the 
amount  of  care  given  to  patients  with  hip  fracture  and  have  shifted  much  of 
the  rehabilitation  burden  to  nursing  homes.  The  increase  in  the  number  of 
such  patients  remaining  in  nursing  homes  one  year  after  the  fracture  suggests 
that  the  overall  quality  of  care  for  these  patients  may  have  deteriorated." 

While  somewhat  shorter  stays  should  be  expected  under  the 
prospective  payment  system,  it  is  imperative  that  the  quality  of  care  be 
maintained.    If  hospital  reimbursement  reflected  the  severity  of  the  patient's 
illness,  a  premature  discharge  would  be  less  likely.  Two  years  ago.  Congress 
asked  the  Health  Care  Financing  Adnunistration  to  recommend  a  method  to 
incorporate  severity  of  illness  into  the  diagnosis  related  groiaps.  That  final 
report  is  overdue.    The  quicker  the  Administration  and  Congress  act  on 
adjusting  the  DRG's,  the  sooner  beneficiaries  can  be  better  assured  of  quality 
care. 

ACCESS  TO  CARE 

Last  year,  81  community  hospitals  closed  ~  more  than  half  of  these  in 
rural  areas.  That  brought  the  total  hospital  closings  to  445  since  1980,  a  rate  of 
hospital  closings  triple  that  found  prior  to  the  implementation  of  PPS. 

When  a  local  hospital  closes,  seniors  -  indeed  all  health  care  users  — 
suffer  because  they  must  travel  greater  distances  to  receive  treatment.  Long 
distances  add  to  problems  of  early  release  from  hospitals.  Not  only  can  the 
trip  itself  be  a  hardship  on  a  patient  who  is  barely  stable  after  surgery,  but 
should  an  emergency  occur,  the  time  factor  in  a  long  ambulance  ride  could  be 
life-threatening. 

Small  rural  hospitals  are  particularly  vulnerable  to  the  mix  of  patients. 
A  few  costly  cases  can  financially  ruin  a  hospital  with  a  low  volume. 
Sometimes,  this  can  cause  a  hospital  to  be  very  selective  in  whom  they  admit. 
A  struggling  hospital  may  try  to  avoid  admitting  frail  seniors  whose  multiple 
chronic  conditions  prolong  their  recovery  from  acute  conditions. 

There  is  a  14.5%  differential  between  urban  and  rural  hospital 
payments,  according  to  a  Senate  Aging  Committee  report.  This  significant 
difference  should  be  eliminated.  Congress  has  begun  this  process,  but  unless 
this  trend  moves  faster,  rural  areas  will  not  be  able  to  attract  highly  skilled 
hospital  personnel.  Another  important  reason  to  protect  against  the  further 
demise  of  rural  hospitals  is  the  fact  that  hospitals  attract  physicians  to  an  area. 
Without  a  hospital,  physicians  may  not  want  to  practice  in  that  particular 
geographic  area.  This  would  further  exacerbate  the  problem  of  beneficiaries' 
limited  access  to  health  care. 

CONCLUSION 

The  National  Committee  believes  that  the  Administration's  budget 
proposal  cuts  far  too  deeply  into  Medicare  reimbursements  of  hospitals.  Such 
severe  cuts  will  ultimately  affect  the  quality  of  care  and  beneficiaries'  access  to 
health  care.  We  urge  Congress  to  limit  the  reductions  and  to  adopt  the 
ProPAC  recommendation  for  hospital  rate  increases. 
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